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INTERNATIONAL ECONOMIC PROBLEMS 


INTRODUCTION 


Seymour E. Harris 


N the late 1950’s and early 1960's, international economic 
I problems have emerged as more important factors than 
usual in the struggle of the Western nations against Commu- 
nism. Among the most important issues are foreign aid, how 
much and in what form, the balance of payments of the United 
States, the manner of increasing international reserves, and a 
number of miscellaneous problems of great significance, for 
example, the problem of the textile industry (this industry has 
been suffering losses, rising amounts of unemployment all over 
the world, especially as the underdeveloped countries have 
moved in on the industry). We deal with all these problems in 
this volume and a few others. 

We start with foreign aid, one of the big issues of the 1960's. 
President Kennedy has made an adequate foreign aid program 
one of the most important facets of his security program. In his 
message to Congress on March 22, he said 


This nation must begin any discussion of foreign aid in 1961 with 
a recognition of three facts: 


1. Existing foreign aid programs and concepts are largely unsatis- 
factory and unsuited for our needs and for the needs of the under- 
developed world as it enters the Sixties. 

2. The economic collapse of those free but less developed nations 
which now stand poised between sustained growth and economic 
chaos would be disastrous to our national security, harmful to our 
comparative prosperity, and offensive to our conscience. 

3. There exists in the 1960's, an historic opportunity for a major 
economic assistance effort by the free industrialized nations to move 
more than half the people of the less developed nations into self- 
sustained economic growth, while the rest moves substantially closer 
to the day when they, too, will not have to depend on outside as- 
sistance. 


Then the President commented on the multiplicity of pro- 
grams, bureaucratically fragmented, awkward and slow, our 
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economic obligations as the wealthiest people in a world of 
largely poor people, our political obligations as the single larg- 
est counterforce to the adversaries of freedom, and the need 
of demonstrating the possibility of developing economic growth 
and political democracy at the same time. The President would 
also have other nations join us in setting long-range goals, and 
undertaking to meet these goals. He makes quite clear the 
difficulty of the problem, especially the large rise of population 
necessitating an even greater rise in productivity if we are to 
have an improvement in the economic condition of the under- 
developed countries. By the year 2000 Latin America alone will 
have an estimated population of 592 million compared with 312 
million in the United States. Above all now he demands long- 
term planning and financing, and also self help, inclusive of 
tax and land reform on the part of nations which receive our 
aid. 

In a similar manner President Kennedy announced on March 
14 his program of aid for Latin America “‘so that each recipient 
national will live up to the principle of self help and domestic 
reform ... funds will not be allocated until the operating 
agency receives assurance that the country being aided will take 
those measures necessary to insure that the particular project 
brings the maximum social progress. . . .”” At the Montevideo 
Conference Secretary Dillon in August, 1961 announced that 
approximately $20 billion would be available over a period of 
10 years in aid for Latin America." 

This volume includes three essays on foreign aid. Barbara 
Ward Jackson presents eloquently the case for proceeding with 
dispatch: it is important to have a substantial rate of assistance 
if the objectives are to be achieved, especially because of the 
large rise of population in underdeveloped countries. These 
countries suffer from low tax rates, small savings and inade- 
quate foreign exchange. Lady Jackson shows that there is need 
for a rise of tax rates in India and Pakistan, but no practical rise 
of taxes can provide the needed savings. By providing foreign 
exchange, the industrialized countries can, however, supple- 

1These messages are reproduced in the Congressional Quarterly, President 
Kennedy’s Program 1961, pp. 42-45, 35-37. Also see Hearings, National Develop- 


ment and Security for the Foreign Relations Committee, U. S. Senate, Pt. 1, 1961, 
especially pp. 93-146, 199-205. 
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ment the low taxes and inadequate savings of the underde- 
veloped countries. Though strongly favoring increased aid, Lady 
Jackson admits that mistakes have been made in the past, in par- 
ticular because of the tendency of the bureaucracy to favor ex- 
cessively large and public projects at the expense of smaller 
projects by private enterprise and particularly those that yield 
returns in a relatively short period of time. In the struggle 
against Communism, Lady Jackson stresses the importance of an 
adequate aid program if the loss of India to the Communist 
bloc is to be averted. 

In a somewhat different vein, Professor Banfield raises some 
questions about foreign aid as a key to effective foreign policy. 
He wonders whether the achievement of the rise of income 
would necessarily mean the weakening of the force of Com- 
munism; and may not a rise of literacy be a factor in support 
of Communism rather than against? Does the rise of income 
bring freedom, democracy and peace? With development, in his 
view, there comes a decay of traditions which creates ferment 
and disorder. The economists seem to him to stress the eco- 
nomic objectives but leave out of account the political objec- 
tives; and ends and means necessarily vary by countries. 

In a third essay on economic development, Professor Vanek 
urges the need of adequate amounts of technical assistance. In 
particular he is eloquent on the point that the kind of pro- 
grams developed should fit the particular country, and not be 
based on the mix of factors of production in the country provid- 
ing the technical assistance. In other words, with decidedly 
different relative supplies of labor, capital, management, etc., 
what is the appropriate manner of achieving a particular ob- 
jective in a well developed country may be completely wrong 
in the underdeveloped countries; and many of the experts seem 
to be unaware of this simple fact. The task for the engineer is 
a technical one; that of the economist a choice of alternative 
methods for attaining objectives. 

The second issue in this volume is the troublesome problem 
of the balance of payments of the United States. Much concern 
has been expressed over the sudden change-over from dollar 
shortage to dollar saturation. By the latter we simply mean that 
the total amount of payments the United States has to make on 
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her international accounts greatly exceeds her receipts, the re- 
sult being either a loss of gold or an accumulation of short-term 
dollar liabilities to foreign interests. At any time these dollar 
holdings of foreign countries may be converted into gold and, 
therefore, a resultant loss of reserves for the United States. This 
problem is especially embarrassing since the United States is 
the world’s monetary center and the most important reserve 
center. Other countries depend greatly on the United States 
reserves in order to pay their own bills. A weak balance of pay- 
ments in the United States is not only a cause of difficulty for 
this country but for the Western world. In the years 1958 
through 1960, total loss of reserves for the United States was 
$10 to $11 billion, and short-term liabilities of the United 
States exceeded the supply of gold reserves available in 1960. 
In the first half of 1961, however, there was a substantial im- 
provement in the balance of payments of the United States. 
Losses continued but at a much slower rate. What the situation 
will be in 1962-63 is not clear. Even by the summer of 1961 a 
reduction of exports and a rise of imports, expected results of 
recovery, seem to be emerging. In one respect the situation is 
improved because the pressure is now on the United Kingdom, 
and in part because of the appreciation of the deutsche mark 
which has resulted in a movement of capital from the United 
Kingdom and other countries to Germany in the anticipation 
that there may be a further reevaluation thus yielding speculative 
profits to those who hold deutsche marks. It does seem that in 
the critical years either the United States or the United King- 
dom is in trouble, and 1961 seems to be the year for the United 
Kingdom. Concerted efforts by major countries to provide re- 
serves for the United Kingdom and the Berlin crisis finally 
eased the pressure on sterling. 

It is not easy to estimate what the situation will be in 1962-63 
as Mr. Hersey so well shows in his essay. It is difficult to project 
on the basis of past experience. One has to know to what extent 
changes in the balance of payments are the result of growth or 
cyclical factors, or of developments in special markets. These 
estimates are not easily had. There are indeed many who be- 
lieve the situation has greatly improved and will continue to 
improve. But if the economy continues to gain in the United 
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States as it has since the second quarter of 1961, and the rise is 
not nearly so great, or declines prevail in Western Europe, to 
that extent we may expect reduced exports from the United 
States and substantial rises of imports. But an inflow of long- 
term capital may be an offsetting item. Moreover, the specula- 
tion outflow of short-term capital from this country has to a 
considerable extent stopped. We may possibly experience move- 
ment in a reverse direction. 

Haberler, Harris and Hufbauer analyze changes in the bal- 
ance of payments situation, and suggest therapy. All three are 
in agreement on a number of important points, namely that the 
loss of reserves by the United States is serious, that corrective 
measures are required, and that in general the correct approach 
is not to cut down on aid or defense expenditures, which ought 
to be determined on broader considerations. They generally 
agree that the competitive position of the United States has de- 
clined to some extent since the early 1950's, an impairment that 
has contributed to some extent to the increased difficulties of 
achieving equilibrium in the dollar market. With a loss in com- 
petitive position, exports tend to decline and imports to rise, 
with the latter the more important factor in recent years. More- 
over, it is difficult to suggest what the magnitude of this prob- 
lem is because much depends on the base period selected for 
comparison with the year (years) under consideration. In 1960, 
for example, the export trade of the United States was quite 
satisfactory, and by the last quarter of 1960, the economy was 
roughly in balance though this leaves out, of course, the im- 
portant outward movement of short-term capital. 

In his essay Professor Haberler stresses especially the fears 
engendered by the Kennedy campaign speeches in which the 
Senator had promised a substantial spending program, a factor 
in turn suggesting possible inflation. Professor Haberler holds 
that this accounted to some extent for the large outflow of short- 
term capital. The Harris essay, written in a slightly partisan 
manner since it was prepared for a meeting with Senator Ken- 
nedy at Hyannis Port in August, 1960, stresses especially the 
mistakes made by the Eisenhower Administration—the failure 
to keep prices from rising and to achieve better distribution 
among the Western countries of aid and defense expenditures, 
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and to protect our interests in the formulation of the common 
market program, which is likely to be discriminatory against 
the United States. Professor Haberler also points out the need 
of assuring that the common market is not a means of keeping 
American and goods of other countries out of the common 
market. He points to the probability that should the British 
and other countries belonging to the European Free Trade As- 
sociation join the common market, this exclusion becomes even 
more important. 

All three authors agree that the way out at this point should 
not be an increase in protectionism. Professor Haberler already 
sees some signs of protectionism, e.g., in the reduction of goods 
that may be brought in duty-free by tourists. It should be noted, 
however, that the hundred dollar limit is not too far out of line 
with limits set by other countries. On tied-aid Harris and Huf- 
bauer agree that if large assistance is to be given to foreign 
countries in the current dollar situation, it is important that the 
loans be tied, that is the expenditure as far as possible be made 
in the country making the loans. Otherwise, serious transfer 
problems will result, that is, an increase in aid of $2 billion will 
not result in a corresponding increase in exports or a reduction 
in imports, or at least not without serious disturbances; and 
loans and aid not offset by rising exports or declining imports 
mean further losses of reserves for the United States. 

Both Haberler and Harris agree that a flexible exchange rate 
or a devaluation is not an acceptable solution for a country 
that is the major reserve center of the world. Hufbauer, how- 
ever, would welcome a devaluation if it were accompanied by 
an appreciation of the exchanges for the surplus countries. 

‘For the United States the solution of the dollar problem is 
especially important because unless concern about the balance 
of payments can be greatly reduced, it becomes very difficult for 
the United States to adopt policies for maximum employment 
and growth. For the first time in a generation the United States 
has to worry about its balance of payments. Since the treatment 
of the recession and the stimulation of growth are necessary 
measures for an economy that can more effectively compete 
with the Communist bloc, it would be too bad if the country 
suffered serious losses of output because of the need of treating 
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the dollar problem. In 1960 there is no doubt that, to some ex- 
tent, the decline of the economy resulted from a determination 
to balance the budget and to keep prices absolutely stable, as 
assumed ingredients of a dollar equilibrium policy. At the same 
time these policies tended to bring about unemployment which 
slowed down the rate of growth.? 

Special aspects of the United States balance of payments 
make up Part III. First, the question of the international re- 
lationship of interest rates. In the years of large losses of gold, 
a large contributing factor has been the movement of capital 
from the United States in response to higher rates of interest 
abroad, or in response to anticipation of inflation and hence 
large losses of gold by the United States and ultimately, it was 
assumed, devaluation of the dollar. Speculators sensing an im- 
pending devaluation can profit by selling dollars and purchas- 
ing pounds or marks; and once devaluation is achieved, con- 
verting back into dollars. 

The difference in the rate of interest between the United 
States and Western Europe is the result partly of varying eco- 
nomic conditions, that is the United States and Western Europe 
may be in different phases of the business cycle. In 1960, for 
example, the rate of interest tended to be high in Europe be- 
cause of the boom and relatively low in the United States be- 
cause of the recession. Disturbed by the large losses of United 
States gold, European countries to some extent cooperated with 
the United States by depressing interest rates and thus dis- 
couraging importation of capital from the United States. 

In 1961, the Kennedy Administration tried to treat the prob- 
lem by keeping short-term rates up vis-a-vis long-term rates. 
Capital movements tend to respond to differentials between 
short-term rates in major money markets. The authorities kept 

*For further discussion of these issues, see Hearings of the Joint Economic 
Committee, International Payments and Balances, 1961; S. E. Harris, The Dollar 
in Crisis, 1961; Committee for Economic Development, Balance of Payments 
and the International Position of the Dollar, 1961; U. S. Department of Com- 
merce, Comparative Statistics of Exports and Manufactures from the United 
States, Western Europe and Japan, 1954-1959, An Analysis of Changes in the 
United States Share of Export Markets, 1954-1958, 1959; C.E.D., The Common 
European Market and Its Meaning to the United States, 1959. Also, C.M.D. 641, 


Negotiations for a European Free Trade Area: Documents . . . EIU, Britain 
and Europe, 1957; and, R. Triffin, Gold and the Dollar Crisis, 1960. 
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short-term rates up by issuing short-term securities. At the same 
time, in order to deal with the recession, the Treasury and the 
Federal Reserve tried to increase the demand for long-term se- 
curities, that is reduce long-term rates and stimulate investment. 

Dr. Bernstein devotes his essay to this particular problem, 
urging surplus countries to reduce their rates of interest vis-a- 
vis the United States rate, and, as a result of this reduction, to 
increase investment relative to savings, and generally to stim- 
ulate consumption and investment. Such a policy would induce 
a relative reduction of exports for Germany and an increase of 
imports. Bernstein holds that even if Germany contributes a 
larger share of foreign aid and defense expenditures, the prob- 
lem of an excessively strong balance of payments would still 
remain, and therefore a direct attack through a reduction in 
the rate of interest is required. Then wages and prices will rise, 
savings decline, and imports rise vis-a-vis exports. 

The difficulty of the United States pursuing a monetary 
policy that would make for maximum expansion and growth in 
this country is suggested by an answer of Governor Wm. McC. 
Martin, Jr., Chairman of the Federal Reserve Board, to a ques- 
tion of the Congressional Joint Economic Committee. (This 
applies to the latter part of 1960 when there was great need for 
an expansionist policy.) 


While a greater increase in the money supply would have been de- 
sirable, any more vigorous measures to supply banks with reserves 
so as to encourage them to expand investments and thereby increase 
the money supply might have resulted in a further gold outflow, 
either because of the low interest rates or for confidence reasons. In 
that event, such measures would not have served the intended pur- 
pose of monetary expansions stimulating domestic activity. Interest 
rates remained steady and there was some extension in over-all li- 
quidity .. # 


In his tax message of April 20, 1961, President Kennedy 
stated that there should be an elimination of tax deferral priv- 
ileges in developed countries and tax haven privileges in all 
countries. Profits earned abroad by American firms operating 
through foreign subsidiaries, are, under present tax laws, sub- 


* Hearings, Joint Economic Committee on Review of Annual Report of Federal 
Reserve System for the year 1960, p. 161. This is a useful document for an ex- 
amination of the interest rate policy of the Federal Reserve Board. 
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ject to United States tax only when they are returned to the 
parent company in the form of dividends. In some cases, this 
tax deferral has made possible indefinite postponement of the 
United States tax; in those countries where income taxes are 
lower than in the United States, the ability to defer the pay- 
ment of U. S. tax by retaining income in subsidiary companies 
provides a tax advantage for companies operating in overseas 
subsidiaries that is not available to companies operating solely 
in the United States. . . . Though changing conditions now 
make continuance of the privilege undesirable, such change of 
policy implies no criticism of the investors who so utilize this 
privilege.* 

This particular issue of the appropriate taxation of American 
corporations operating abroad raises a number of questions. It 
brings out the point that where a corporation operates through 
a tax haven, under which it tends to allocate an excessive part 
of its profits to the tax haven where rates are likely to be low, 
the government should stop this practice. The large export of 
capital in recent years, especially to Europe, is in part explained 
by the availability of tax havens, and also by other tax provi- 
sions, which the President would change. These large exports 
of capital to Western Europe and other countries have been 
justified on the ground that unless these resources were made 
available, the democratic countries would not be able to make 
the progress necessary in their struggle against Communism. 
Moreover, the exportation of private capital was held to be a 
saving to the taxpayer who otherwise might have to pay the 
bill. In the controversy in the last few years concerning the issue 
of tax privilege to subsidiary corporations operating abroad 
some have held that since these investments were made in good 
faith there should be no change in the provisions. Others have 
held that the objective of tax policy should be to raise revenue, 
not to correct an unfavorable balance of payments. 

At any rate, Mr. Smith deals exhaustively with the problem 
here, especially from the legal point of view. He has offered 

*See President Kennedy’s Program, p. 63, and also President’s Tax Message, 
along with principal statement, and detailed explanation and supporting ex- 
hibits and documents submitted by the Secretary of the Treasury Douglas 


Dillon to the Committee on Ways and Means in the House of Representatives, 
May 3, 1961. 
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some interesting comments on the effect of the particular tax 
provisions in achieving the best allocation of economic re- 
sources. He shows, for example, in the manufacturing indus- 
tries, where the special taxation of foreign auxiliaries is in 
vogue, the movement of foreign capital does not seem to be 
nearly so flexible as in the oil industry where this particular tax 
approach is not used. 

At any rate, there is still much opposition to the removal of 
the special privileges given to the foreign subsidiaries. One 
should also take into account the fact that part of the explana- 
tion of the impaired competitive position of the United States 
is the large movements of American capital to foreign countries. 
They have not only contributed directly to an imbalance in our 
payments, but also indirectly through reduced costs abroad as- 
sociated with the inflow of capital from the United States. 

In recent years the United States Government has increasingly 
offered guarantees of capital invested abroad. In order to deal 
with expropriation, war and the like, the Government has more 
and more stimulated the investment of private resources abroad 
with the offer of guarantees by the Federal Government. These 
guarantees have now reached a substantial amount of money 
and they tend to have the effect of encouraging the private ex- 
portation of capital. Moreover, since these guarantees apply to 
direct investments, it can be argued that since the return of 
earnings is greater than the additional amount exported, this 
is a factor making for a favorable balance of payments. This 
generalization, however, applies only to the direct investments 
and not to all investments. During the last few years the total 
of new long-term capital exported abroad has greatly exceeded 
the amount of earnings remitted to the United States. Mr. 
Warden concludes that on the whole the guarantee system has 
had a favorable effect on the American economy. 

Increasing international economic cooperation has been a 
feature of postwar history. Many of the resultant organizations 
have eased balance of payments problems—e.g., the Interna- 
tional Monetary Fund, the International Bank for Reconstruc- 
tion and Development, the European Payments Union. But 
others may raise problems for some countries. One of the most 
dramatic and likely to be of great importance is the Common 
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Market, a trade association among six of the Continental Euro- 
pean countries—France, Italy, and Western Germany being the 
most important. These countries under the Rome Treaty have 
agreed on a gradual approach to free trade among themselves 
and a common tariff against others. 

Mr. Grant shows in his essay the primary interest of the 
United States in the Common Market was political. We want 
a stronger Continental Europe and a European union may 
strengthen Western Europe. The net economic result of the 
Common Market would be larger output, concentration of out- 
put among the most efficient of the six countries, and integra- 
tion of economic policies. 

Yet the trend shows the net economic effect on United States 
trade is likely to be adverse. The United States will gain in so 
far as the Common Market results in an increase of income and, 
therefore, greater capacity for buying United States goods, but 
will lose as a result of discrimination against the United States 
as preferential rates are given to countries within the Common 
Market and their dependent countries. The loss would be espe- 
cially great for United States exports as well as for other third 
countries. The burdens put upon the third countries, not only 
affect these countries, but insofar as the United States takes 
some responsibility for their balance of payments, the effect will 
be felt by the United States. 

How far this program will succeed will depend, as Grant 
points out, on the continuance of prosperous economies in 
Western Europe, on the willingness to accept a supranational 
organization, and for this there already has been shown some 
opposition, and also on the net effects of relations with the Eu- 
ropean Free Trade Association (EFTA). Since Grant wrote his 
essay, it has become clear there is a strong probability that the 
United Kingdom and the Commonwealth countries will join 
the Common Market. The adverse effect on United States ex- 
ports will be the greater since the United States will suffer not 
only from discrimination by these Continental countries, but 
also by the United Kingdom and some of her associate members 
in the EFTA. 

That the Common Market countries have grown rapidly in 
the last few years makes all the more important any loss that the 
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United States will suffer in their markets. They come in a pe- 
riod when the United States is concerned about her own bal- 
ance of payments. 

It should be noted, however, that though the United States is 
likely to lose exports to Europe, she does gain to the extent that 
the Common Market means higher productivity, and greater in- 
crease of income for Western Europe, for to that extent the 
burden of supporting the anti-Communist countries in their 
economic and military programs will be greatly reduced for the 
United States. 

In the discussions of the American balance of payments, a 
great deal of attention is paid to the German situation for Ger- 
many with her rising productivity and increasing output com- 
bined with a relatively orthodox wage policy has become a 
much more competitive country in recent years. Her large ac- 
cumulation of gold and dollars and sterling has become the 
envy of many other countries. Germany is clearly now a surplus 
country, and according to modern theories of international 
economics, surplus countries also have responsibilities. Such a 
country, for example, may solve her balance of payments prob- 
lems and reduce the accumulation of reserves by appreciating 
her currency, which would make her exports more expensive 
and her imports cheaper, or by removing restrictions on im- 
ports or abandoning tax subsidies for exports, or, as Bernstein 
has said, introducing an expansionist policy which would bring 
about higher prices, larger investments, reduced exports, and 
increased imports. 

In his essay Dr. Winckler shows clearly the difficulty facing a 
German Government which tries to impose measures that may 
reduce the surplus of the country. Above all there is a persistent 
fear of inflation and, therefore, a reluctance to change the value 
of the deutsche mark. Particularly is there fear of recourse to 
expansion of monetary supplies as a means of bringing about 
equilibrium in the balance of payments. 

Winckler also points out that it is not clear to the Germans 
that an appreciation of the exchange will have the assumed 
effect on exports and imports. For example, he argues that just 
because the price of foreign currency declines, it does not neces- 
sarily mean that imports will be increased greatly, that is im- 
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ports are not highly elastic in relation to prices. To many the 
solution seems to be an increase of capital exports by the Ger- 
mans, and of their contribution to aid and defense. But we can- 
not be sure that these will have the required effect, for example, 
because an increase in exports of capital may bring a corre- 
sponding rise of exports. It should be pointed out, however, 
that if the capital exports are not tied to German exports, the 
results may be along the desired lines. 

In 1961 there was an appreciation of the German deutsche 
mark of 5 per cent. This revaluation occurred despite the 
strong opposition of the export and financial interests. It is not 
as yet clear that any important change in the German balance 
of payments resulted from this particular move. The immediate 
effect was a continued strong demand for the deutsche mark, 
and, with the resultant weakness of the pound sterling, large 
amounts of aid to Great Britain to offset the outflow of sterling 
for deutsche marks. Early in March the value of the deutsche 
mark was changed from 4.20 to a dollar to 4 to a dollar, and yet 
in May, 1961 the gold reserves of Germany had increased from 
$3242 million in March to $3433 million in May. These in- 
creases may still conceal adverse effects on exports and rising 
imports associated with the appreciation of the deutsche mark, 
for this increase may well be explained largely by capital 
movements in response to a widespread feeling that there would 
be a further appreciation of the deutsche mark. 

In recent years the pressure to enlarge and liberalize the 
credit facilities of the International Monetary Fund has been 
cumulating. Actually just a few years ago a substantial increase 
in quotas was introduced in order to make the International 
Monetary Fund more adequate for the performance of its func- 
tions. The difficult problems for the United States and the 
United Kingdom of maintaining adequate reserves have again 
raised the issue of a revision of the Charter of the International 
Monetary Fund. Almost everyone agrees that some change will 
be necessary, although there is general agreement that the re- 
serves, though not necessarily their distribution, are adequate 
at the present time. 

With the large accumulation of sterling and dollar balances, 
the reluctance to allow continued rises in these balances to 
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serve as reserves, and the inadequate annual output of gold, 
most experts agree that new provisions for increasing reserves 
will be required in the future. As trade and production expand, 
the world will need a larger amount of liquidity. The crucial 
issue is how will this be achieved. 

Perhaps the plan that has attracted the most attention is the 
brilliant one suggested by Robert Triffin. This scheme in a very 
simple way proposes that the reserves be kept largely in a new 
international monetary fund, and that the participating coun- 
tries be required to keep a large part of their reserves in this 
fund. They would also have to guarantee the fund against de- 
valuation. This new IMF would not only lend, but also invest 
and to some extent to underdeveloped countries, and would be 
a means of providing adequate reserves. In other words, this 
would be a kind of international central bank creating deposits 
in the same manner as a central bank does at home. Unfortu- 
nately, most governments and central banks are not yet ready 
for the Triffin plan. They are now trying to achieve changes 
without such drastic modifications in the charter of the IMF. 
The time may come, if other proposals do not achieve what is 
necessary, when the Triffin plan will receive serious considera- 
tion. 

In the present volume we have three essays on the Interna- 
tional Monetary Fund, one by Edward Bernstein, who was its 
first Research Director, and one of the creators of the Inter- 
national Monetary Fund, one by J. Marcus Fleming, one of the 
chief economists of the International Monetary Fund, and Er- 
vin Hexner, who had been Counsel to the Fund. 

Bernstein has developed his own plan for dealing with the 
problem of deficiency of international reserves, a proposal 
which has attracted a great deal of attention and probably has 
a better chance of adoption than any other proposal. Among 
other things Bernstein would integrate the International Mone- 
tary Fund balances, or reserves held with the Fund with re- 
serves of Central Banks. He would also encourage the Interna- 
tional Monetary Fund to make available, not only dollars, but 
also many other currencies. Even in the period of great pres- 
sure on the dollar market, the International Monetary Fund 
was altogether too disposed to sell dollars instead of selling 
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other currencies, and thus further deplete reserves of the 
United States. In this age of convertibility, many other cur- 
rencies are available and it is generally agreed that these curren- 
cies should be used as well as the dollar. 

What particularly interests Bernstein is the large short-term 
capital movements and the need for dealing with this problem 
through an international organization. Though he finds that 
the charter of the IMF does not allow the IMF to deal directly 
with this problem, he does propose a program under which the 
major surplus countries could make their currencies available 
when their currencies are greatly in demand as a result of the 
short-term capital movements to these countries. The technique 
would be, however, for a supplementary organization related 
to the IMF to handle this problem and thus get around some 
of the legal problems. 

Fleming points out how difficult it is to determine what is 
the appropriate volume of reserves. He also shows that there 
are conditional and unconditional reserves. The conditional re- 
serves are those being made available by, for example, the IMF. 
The appropriate volume of reserves depends to considerable 
extent on policy. He also points out that a rise of reserves has 
diminishing utility. The higher the reserve, the less efficient it 
is as an offset to inflation and the more likely an inflationary 
effect. Fleming also dwells on the considerations which deter- 
mine the extent to which countries are prepared to hold foreign 
exchange rather than gold. Obviously, relative rate of interest 
and the degree of confidence in the currencies are relevant 
factors. 

Hexner sees the problem as one of adjustment to new con- 
ditions. The interpreters of the IMF charter are not the found- 
ing fathers’ type but tend to interpret the charter in relation 
to changes in conditions. The important standby agreements 
under which substantial amounts of reserves are promised to 
participating countries emerged almost without awareness on 
the part of the authorities. How far the Charter can be 
amended or changed and reserve availability modified depends 
to considerable extent on limitations that countries are willing 
to accept on their sovereignty; and this varies with economic 
systems and policies. 
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As a result of the appreciation of the deutsche mark and the 
resultant or accompanying losses of reserves by the British, the 
participating countries have had an opportunity to implement 
the operation of the International Monetary Fund. In a num- 
ber of instances countries that were in a strong position pro- 
vided the British with the necessary supply of deutsche marks 
and other currencies in order to deal with the crisis that re- 
sulted in part from the appreciation of the deutsche mark and 
in part from developments in the British economy. These meas- 
ures, together with those taken at home to cut imports and 
restrain inflationary forces, undoubtedly stopped the serious 
loss of reserves for the British. 

Let me add also finally that any program under which the 
United States would be obligated to provide reserves in a key 
currency approach would require Congressional approval. It is 
not yet clear whether the major key countries are prepared to 
commit themselves to making available a given quantity of 
their own currencies in case of need. It may very well be that 
they would prefer not to commit themselves beforehand. But 
the problem arises if they do not commit themselves beforehand 
whether adequate measures would be taken, and if adequate 
measures are not taken, then perhaps a more radical plan such 
as the Triffin plan would be necessary. 

A theory widely held is that the terms of trade of underde- 
veloped countries becomes steadily worse—that is they have to 
give increasing amounts of products for a given volume of im- 
ports. This assumed theory of deterioration in trading position 
for poorer countries is one of the grievances of underdeveloped 
countries against the industrial West. Professor Hou shows 
that there has indeed been a secular deterioration of China’s 
terms of trade from 1900 to 1936. But he also shows that despite 
their important trade relations, it cannot be assumed that 
China’s terms of trade were the reverse of British terms of 
trade. More important, he makes clear that no generalization is 
appropriate on trends in the terms of trade. Results vary ac- 
cording to the structure of both export and import trade, the 
volume of capital imports, and the responses to capital imports 
for different underdeveloped countries. As the author shows, 
the secular trend of terms of trade varied among the under- 
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developed countries—e.g., Japan, New Zealand, Union of South 
Africa and Brazil. 

In the postwar period one of the most troublesome problems 
has been the difficulties of the textile and garment industries. 
Solomon Barkin, Research Director of the Textile Workers 
Union of America, has spent much time studying the economic 
and technical aspects of this industry. 

In general what has happened in the postwar period has been 
a loss of position by the older textile companies. Jobs have de- 
clined both because of the increased competition of newly in- 
dustrialized countries, and also because of the rising produc- 
tivity in the industry. Where it has been difficult to find 
alternative jobs, the problems have been serious, resulting in 
high concentration of unemployment during long periods of 
time in particular areas. The textile industry has problems 
similar to a number of older industries or employments—e.g., 
coal, railroads. 

In response to these difficulties, the industrialized countries 
have taken all kinds of measures to protect their position. They 
have imposed “voluntary” quotas on large exporters, have re- 
stricted imports in other ways, and have refused to give most- 
favored-nation treatment to the Japanese. No major country 
seems disposed to allow an industry to die without taking strong 
measures to protect it. There can be little doubt that the diffi- 
culties of the industry are the result of relatively high wages 
accompanied by a tendency for modern techniques and 
methods of production to spread all over the world. The re- 
sult is that against the high wages, the more advanced com- 
panies do not have the advantage of corresponding relative 
advantages in productivity. Hence, the pressure for geographical 
redistribution of the output of the industry is great indeed. 

It is with this kind of problem that Barkin is especially con- 
cerned. He is aware of the major maladjustments caused by the 
loss of competitive position of the old-line textile producing 
countries. The solution of the problems lies along the following 
line. He would guarantee some part of the market of each 
country, and the amount guaranteed would depend in part on 
the ability of the country to adjust, that is to find new jobs as the 
textile industry loses its markets. He would also give each country 
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a minimum amount of production on the theory that each coun- 
try has to have a national textile and garment industry. He 
would also make sure that the underdeveloped countries should 
have as much textile and garment industry as they are now 
planning to have. In other words, it is not clear to Barkin that 
on grounds of comparative advantage the proposed textile out- 
put in the newer countries is appropriate. 

At the present time the United States government is trying to 
negotiate the problem of the market for her textile products. 
Much pressure is being put on the large exporting countries 
voluntarily to contain their exports to the United States and to 
other industrial countries, so that malad*ustments are not too 
severe for these countries. But the United States government is 
also asking the industrial countries to ope: up their markets to 
a greater extent to the underdeveloped countries. These coun- 
tries, of course, have to have exports if they are to purchase the 
food and raw materials they need in order to modernize and 
industrialize their economies. 

Many will argue with Barkin on the theory that he is taking 
a highly protectionist position; but one must be clear that even 
though the United States and other countries may have to lose 
part of their textile market, and may have to import more of 
their textiles, nevertheless this loss of jobs in large numbers has 
disturbing effects on the economy. In the last generation, or even 
in the last 10 or 15 years, textile production has greatly declined 
particularly in New England and the Middle Atlantic States. 
The number of textile jobs in New England is now about one- 
third the number in 1947. The industry is gradually being 
abandoned. The objective of a sane policy should be to make 
the adjustments as easy as possible, and to that extent there is 
some support in the program of slowing down the decline of 
the industry. I, myself, do not believe that the major factor in 
the decline of the industry is the large rise of imports or even 
the decline of exports. These are important factors and to some 
extent they can be treated. The loss of jobs is more largely the 
result of the rising productivity of the industry and also the 
changing pattern of consumption of the American people. Yet 
Barkin’s careful analysis of what has been happening to produc- 
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tivity, export and import trade, and his suggestions of solutions 
deserve careful consideration. 

Walther Lederer’s article is the most highly technical and is 
placed here though it perhaps belongs more appropriately in 
Parts II or V. Dr. Lederer’s conclusion is “that cyclical fluctua- 
tions at home and abroad do not necessarily have a unique ef- 
fect on changes in liquidity, but that liquidity may rise or fall 
under similar cyclical conditions. The more decisive factor ap- 
pears to be the competitive position of a country in the market 
for goods and services, as well as for capital.” 

One of the most interesting experiments in foreign exchanges 
has been that of Canada in the years since the war. From 1939 
to 1959, the Canadian dollar varied from a 214 per cent pre- 
mium over the United States dollar in the war period to a dis- 
count of the United States dollar varying from 4 to 5 per cent 
of the price of the American dollar. The Canadians allowed 
exchange rates to fluctuate within limits and thus to stabilize 
her economy. To isolate herself from inflationary pressures in 
the United States, she could allow the resultant upward pres- 
sure on the Canadian dollar to increase the value of the Cana- 
dian dollar. Thus, the rise of reserves would be controlled and 
to this extent inflation in Canada would not spread from the 
United States. (A higher priced Canadian dollar would dis- 
courage exports and stimulate imports, and thus discourage in- 
creases of reserves and money and contain inflation.) Wahl dis- 
cusses the balance of payments during these years and the man- 
ner in which this balance affected the dollar position, and in 
particular comments on the importance of the long-term capital 
imports. However significant this particular approach was in 
stabilizing the Canadian economy, it is doubtful that it would 
be available to larger countries, particularly to reserve center 
countries. 
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ECONOMIC DEVELOPMENTS 





AID AND PLANNING IN THE 
INDIAN SUB-CONTINENT 


Barbara Ward Jackson 


I 


N a typically pragmatic fashion, the Western Powers seem to 
I be working out a more orderly approach to the problems of 
economic assistance. In 1958, a consortium of aid-giving Powers 
—the United States, Britain, The Federal Republic of Ger- 
many, Canada and Japan—came into being, ad hoc, under the 
chairmanship of the World Bank, to deal with India’s growing 
shortage of foreign exchange. It has continued to be the instru- 
ment of aid to India ever since. Meanwhile France has joined 
the group and Pakistan’s needs under its Second Plan have also 
been brought before it. At the same time, a wider aid group 
has been set up within the OECD complex of institutions. ‘The 
relations of these two groupings with each other is still unclear 
but there can be no doubt that the new approach favors joint, 
concerted giving, preferably under international supervision 
and amounting, if possible, to not less than one per cent of 
national income. 

Greater coordination of policy on the side of the givers de- 
mands more coherence at the receiving end as well. The model 
is once again the relations between India and the Western Con- 
sortium. India has been working since 1952 within the broad 
framework of a country plan. It has concentrated its external 
negotiations very largely through its Economic Commission 
General in Washington which in turn works closely with the 
World Bank. Now Pakistan’s Second Plan is being considered 
by the Consortium in a similar way, on the basis not so much 
of particular projects as of a planned process lasting over many 
years. Provided the American Administration can secure au- 
thority to advance loans for longer periods, the way seems clear 
to evolve a new technique of aid-giving for the sixties. Its main 
features would be the coordination of all assistance through a 
country plan worked out in the receiving country and through 
an internationally sponsored Consortium of the givers, all 
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pledged to set aside a certain proportion of their wealth for the 
task of world development. 

It is possible that a simple sense of efficiency and tidiness 
might have brought about these moves towards more orderly 
procedures. But they have been accompanied by a change of 
outlook as well. The Marshall Plan was primarily intended as a 
once-and-for-all effort of postwar reconstruction and it might not 
have been launched at all, had not Congress believed that West- 
ern Europe should be strengthened against further Communist 
encroachment. Only the visionaries—M. Jean Monnet, Mr. Paul 
Hoffman—saw it as a means of remaking Europe in a new image 
and curing not only the distortions of war but the deeper dis- 
locations of the inter-war years. Similarly, much of the aid given 
in the fifties was stop-gap aid—to shore up a crumbling govern- 
ment, to check the communists, to keep an army in the field, to 
tide-over a balance of payments crisis. It was an arm of the cold 
war, an instrument of politics and reflected very little interest 
in the basic economic processes it was supposed to influence. 

But recently the philosophy has begun to change. Perhaps 
the most telling formulation of the new attitude is Sir Oliver 
Franks’ distinction between a developed modernized North 
and a still developing South. This view sees the human race as 
a whole involved in one of its vast recurrent upheavals—in this 
case, the extension of science and technology to most of the 
processes of life. By a series of historical accidents, most nations 
north of the Tropic of Cancer have—by one route or another— 
built up an economic apparatus productive enough to support 
their people even if numbers grow. It can even promise them a 
rising material standard of living. To the South, few nations 
have reached this point. The apparatus has still to be built and 
until it is, rising numbers entail declining standards of life. 

This world-wide contrast between riches and poverty in- 
evitably recalls the great domestic debates of Western society 
in which after decades of bitter controversy, the decision was 
reached to use political intervention to bring about a greater 
and more rapid sharing of the new wealth. In this context, to 
transfer capital assistance from North to South is simply to ex- 
tend to international society the principles underlying, say, pro- 
gressive income tax or social insurance. And since the idea of 
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such an extension is wholly new—as new as Lord Shaftesbury’s 
first Factory Acts—it arouses many of the same objections and 
suspicions. 

In order to give them sharper focus, it may be as well to dis- 
cuss them in the light of actual experience in India and Pakis- 
tan. Such a restriction of the field seems permissible. It is in 
these countries that the new techniques are being evolved. 
Their governments have the longest experience—outside Russia 
—of working within the framework of a country plan. More aid 
is going to them than to any other area. Moreover, their popula- 
tions cover more than half the peoples living in the uncom- 
mitted and developing world. If techniques are reasonably 
successful here, half the problem of hastening development will 
have been solved. 


II 


The first objection that has to be met is in many ways the 
most fundamental for it simply dismisses the whole process of 
modernization as a horrible mistake and rejects economic aid 
on the ground that it hastens the process of involving unspoilt 
peoples in the servitudes of modernity. A variant on this theme 
is the claim that to accelerate technological change merely has- 
tens the day when the Communists take over. Economic assist- 
ance therefore speeds up what, in theory, it is supposed to 
prevent. Both arguments amount to the plea to leave “emer- 
gent”’ territories alone. 

In so far as these attitudes spring from doubts about the 
wholly benign effect of modern technological civilization, they 
are, of course, both understandable and relevant. To walk 
through the back streets of Bombay or, worse still, Calcutta is 
to experience a nightmare version of what is already something 
of a nightmare, the shapeless, soulless, sprawling mass urbaniza- 
tion of the modern world. India could probably make no 
greater contribution to better patterns of modern living than 
to persist in its present intention to withstand the sucking pull 
of existing urban areas and to plan industrial development on a 
widely decentralized basis. 

It is also true that economic development can and does in- 
crease social friction. As the modern sector grows, it offers 
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rewards and opportunities which are in clear contrast to the 
poverty of the old economy. Poverty shared by everyone is less 
intolerable than poverty compared with the prosperity of men 
who, the day before yesterday, sat in the same mud hut—or 
men who have come from overseas to develop the modern sec- 
tor. If new industries wipe out old handicrafts, more jobs may 
be destroyed—in the short run—than are created. If high wages 
spread from the newer sectors to the old, unemployment may 
increase in another way. An employer who can pay a tribe of 
messengers and clerks in the office and servants at home on ten 
cents a day cannot afford them once they organize for normal 
wages—or once the employer becomes genuinely cost-conscious. 

But the way to meet such frictions implies more and faster 
modernization, not stagnation or an impossible return to the 
past. The evidence from the Indian sub-continent is quite con- 
clusive. Science, technology and modern rational thought have 
been playing over the Indian community for over a century. 
Processes of irreversible change went into motion as early as 
1835 when Lord Macaulay decreed that Indian education 
should be “modern” and Western, not traditional and oriental. 
By 1914, India had all those features of partial modernization 
which contact with the industrializing, colonizing West has 
tended to produce in most areas outside the immediate inner 
ring of Atlantic nations. A growing élite of wealthy and middle 
class parents had given their sons—and even a few of their 
daughters—Western education. Considerable export crops—tea, 
jute, spices, cotton—destined for Europe had been developed 
largely by foreign investment. Great cities had grown up round 
the ports and millions of Indians had begun to buy Western 
manufactures. From the ports a railway network stretched out 
to cover the country, making the conquest of famine possible 
for the first time. And with internal peace, modern transport 
and modern commercial legislation safeguarding property 
rights and contracts, a small indigenous business class had 
grown up, chiefly around Bombay. 

All this was still very far from the accelerating process of in- 
vestment and growth round the Atlantic. Outside the areas 
opened up by irrigation and by the introduction of cash crops, 
the countryside barely changed at all. But it was quite enough 
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to make any reversal to a pre-technological past out of the ques- 
tion. Enough Indians were determined to modernize for it to be 
quite irrelevant whether or not outsiders shared their view. In 
fact, British administrators were not passionate devotees of de- 
velopment. It lay outside the traditional responsibility of a 
“law and order” state. It was Mr. Nehru who, on Independence, 
gave the highest priority to completing a modernization which 
long contact with the British had begun. And even those In- 
dians who did not share his positive preference for the new 
methods of science and technology could not dismiss the one 
dominant compulsion making inexorably for either controlled 
or catastrophic change—the growth, by compound interest, of 
India’s people. 

Peace, the beginnings of modern medicine, irrigation, famine 
control—all these desirable things lengthened life and lowered 
the death rate. Up to 1914, economic growth may have out- 
stripped the rise in population. But between the wars, India 
became involved in the economic stagnancy of Britain and 
Western Europe. Economic growth slackened. Demographic 
growth gathered speed. By 1947, per capita income in the 
countryside, where 80 per cent of the people still lived, was 
lower than it had been 20 years before. Regression had set in 
with the kind of catastrophic pressure of people on static food 
supplies which time and again in the annals of agrarian society 
leads to anarchy and collapse. There are no solutions to this 
pressure within the framework of the traditional economy. 
Only with new technology can an overcrowded agriculture pro- 
duce more food. Only with industry are there alternatives to 
rural unemployment. Only with economic opportunity and 
modern knowledge are there any incentives to limit families. 
So the Indians really had no choice. Either they attempted to 
accelerate modernization and economic growth or they foun- 
dered. Naturally, they determined to make the attempt. 

These compulsions throw light on the subsidiary criticism— 
that Western aid to modernization actually increases the risk 
of Communism. As a statement about the future, it cannot be 
dismissed as wholly irrelevant—although it is highly speculative. 
But we do know something perfectly concrete about the past, 
especially about the pre-Communist past in Russia and China 
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—the two large communities in which Communism took con- 
trol without massive intervention from outside. The analogies 
between the Indian sub-continent and these two countries can- 
not be pushed too far for both were ravaged by war and India 
very largely escaped. But some points are, perhaps, relevant. 

Russia in 1914 was already explosive and unstable and part 
of the reason lay in its condition of partial modernization. Like 
India, it had a small Westernized élite educated outside the 
mainstream of its traditional, strongly religious culture. Like 
India, it had a few export crops grafted on to a mainly static 
agriculture. Foreign capital had been in the main responsible 
for the beginnings of infrastructure and industry. A class of 
local entrepreneurs was growing up, in the tough, exploiting 
mode of the robber barons. Industrial growth had begun to 
create an urban proletariat. The society was full of strain—be- 
tween Westernized intellectuals and traditional rulers, between 
dependence on foreign capital and local resentment of the fact, 
between cities in ferment and a stagnant country, between 
master and man, between bourgeois and revolutionary, between 
God-believers and rationalists. We do not know whether with- 
out the hammer blows of war and Lenin’s tactical genius in ex- 
ploiting collapse in 1917, Russian society would have suc- 
cumbed to Communism. But it can at least be argued that it 
would have exchanged its Czarist autocracy for some new, more 
active tyranny—King Stove for King Log—if it had continued 
to drag along in its unviable condition of semi-modernization. 

The analogy of China, too, must be used cautiously for 
Japan’s prolonged onslaught on its neighbor distorted internal 
Chinese development. But one undoubted factor in Com- 
munism’s victory lay in the disintegration of China’s rural 
economy. By 1850, the Middle Kingdom already faced one of 
its recurrent crises of population outstripping food. By the 
nineteen twenties, many areas were reduced to banditry and 
famine. Peasant holdings grew ever smaller. Peasant debt 
climbed ever higher. Landlord-usurers, themselves often owners 
of no more than a couple of acres, hoarded land and debt while 
farmers took to the hills. Of all Mao Tse-tung’s promises, the 
decisive one was land reform and peasant revolt gave him his 
first bases of power. 
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Thus, if actual history is used as a cautious guide to the root 
causes of Communism, it does seem that partial modernization 
and stagnant agriculture are conditions of society favorable to 
the emergence of violent groups proposing violent solutions 
and that, in two crucial instances, the solution has been Com- 
munist. In 1947, India and Pakistan both exhibited many of 
the features of partial modernization and of population begin- 
ning to outstrip resources. Had they remained in that condi- 
tion, history suggests that they would have become steadily 
more vulnerable to Communism. It cannot yet be proved that 
a program of rapid modernization backed by foreign aid will 
help them to avoid violent solutions. The experiment has only 
just begun and we simply do not know the outcome. But we 
do know that doing nothing would almost certainly have led 
to deepening crisis. To try the alternative, therefore, seems at 
least a reasonable hope, if not an absolute certainty. 


III 


Another range of criticism accepts the fact that the emergent 
territories are set upon development, whatever the actions and 
reactions of the West. But it does not believe that the combina- 
tion of a local country plan and externally provided assistance 
will prove a proper or efficient method of modernization. Large 
governmental interventions in the patterns of growth distort 
them. Top-heavy bureaucracies crush the initiative of potential 
entrepreneurs. Decisions are weighed towards long-term, high- 
cost, monumental schemes in the public sector or towards ex- 
cessive expenditure on social overheads. The quick, money- 
earning schemes needed to create more capital and provide 
more revenue are constantly undervalued and mistakes as ex- 
pansive as East Germany’s now abandoned aircraft industry are 
constantly perpetrated. The result is not genuine growth but 
what A. D. Gorwalla has called “‘facadism and gigantomania.” 

At the same time, reliance upon grants and gifts from abroad 
masks the real necessity of saving and taxing at home and of 
getting to work to produce what other people will buy. Why 
should we suppose, the critics ask, that by methods so divorced 
from real comparative costs, real productivity and real efficiency 
a self-sustained economy will finally be built? You cheat your- 
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self if you think there is any end to foreign aid. You are simply 
creating permanent pensioners, not self-reliant, self-supporting 
states. Is it not a fact that the most productive and versatile 
economies are to be found round the North Atlantic and, save 
in the single, exceptional, post-war instance of the Marshall 
Plan, market forces have in the main guided their growth? Why 
abandon these tried methods of Western development—espe- 
cially in the very decades during which they are contriving to 
produce the most affluent societies known to man? 

These criticisms cover so wide a field that a full answer is 
impossible. But it is perhaps legitimate to take up three cen- 
tral issues and discuss them in the context of the Indian sub- 
continent. The first concerns savings. In these first decades of 
more rapid modernizing could India and Pakistan, without ex- 
ternal help, lay their hands on sufficient resources to set the 
cycle of sustained growth in motion? The second concerns agri- 
culture. Could market forces alone revolutionize its produc- 
tivity? The third concerns industry. Have grave distortions 
been introduced by following a ‘“‘country plan” backed by ex- 
ternal assistance? 

On the issue of savings, if one accepts as a rough target that, 
including depreciation, about 20 per cent of national income 
should be saved and that given the relative lack of spontaneous 
savings in very poor agricultural communities, much of the sav- 
ing will have to be raised by taxation, it must be admitted that 
the first decades of accelerated growth present formidable diffi- 
culties. Traditional taxation in Britain’s “law and order” gov- 
ernment of the Indian sub-continent amounted to no more 
than 5 to 8 per cent of national income. The land tax for in- 
stance was not revised after the middle twenties. To make the 
transition from the traditional 5 to the necessary 20 per cent 
can hardly be done in one brutal jump by communities which 
have just enfranchised the masses. No previous community has 
attempted the first phase of capital accumulation under condi- 
tions of free choice. No one asked the views of British laborers 
in the first half of the nineteenth century. America’s immi- 
grants had little influence. Russia and now China have followed 
the path of total authority. Clearly in the short run tough disci- 
pline in this field is an asset and it seems legitimate to use 
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judicious economic assistance to offset the advantages of totali- 
tarian techniques in the first stages of growth. 

Given time, the increase can be achieved without loss of 
political freedom. Some countries have creamed off the wind- 
fall earnings from the postwar commodity boom. In any case, 
landlords in Asia traditionally took at least half the peasants’ 
crop and a free government should be able to secure a much 
smaller percentage. India has started to push its taxes and sav- 
ings upwards and may be within sight of 15 per cent of national 
income for both by 1965. The picture in Pakistan is less promis- 
ing. In any case, there is a strong argument for making foreign 
aid proportional to internal efforts to raise resources. Aid 
should be a supplement to successful efforts, not a widow’s 
cruise to fill in perpetual gaps. 

But two points should be clear. The first is that this type of 
judicious pressure can be exercised only if the Western Powers 
adopt a long-term approach to aid and accept the fact that the 
first phase of capital accumulation will last a couple of decades. 
The second is even more decisive. Not all the domestic saving 
in the world would at this stage secure for India and Pakistan 
the external resources they need for more rapid growth. Na- 
tions cannot dispense with foreign currency in the early phases 
of modernization. Since they are pre-industrial by definition, 
much of what they need has to be bought abroad. Foreign trade 
and foreign investment have played a decisive role in all efforts 
of modernization—one thinks of European investment in 
America, Japan’s exports of silk and cheap goods, Sweden’s 
lumber trade, South Africa’s minerals, Anglo-American invest- 
ment in Australia after 1945. India and Pakistan are no excep- 
tions. Their need for foreign exchange is vast at this stage. Un- 
happily their difficulties in securing it by “normal” means are 
equally vast. 

Some critics are inclined to question this. They claim that 
easy aid has prevented the two countries from going vigorously 
out after their own supplies of foreign currency—earning them 
by greater exports, attracting them by greater baits to foreign 
investment. These, it is argued, are the means by which the 
West’s productive economies made their way. Economic aid 
provides too many easy options. Indians and Pakistanis grow 
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slack just when they should be forcefully increasing their for- 
eign sales and their domestic inducements. 

There is some substance to this. It is only in the last year or 
so that the two governments have started seriously to try to 
attract more foreign investment or to consider sales promotion 
abroad. The instant increase in Pakistani exports secured by 
giving certain exporters 20 per cent of their foreign earnings to 
spend as they will is proof that greater results could be achieved 
by a more imaginative effort. Even so, the analogies with 
Western—or Japanese—experience are largely irrelevant be- 
cause the conditions of world trade have changed radically since 
they made their transition from a traditional to a modern 
economy. 

Investment never did flow in a major way to the Indian sub- 
continent. At least 70 per cent of Atlantic investment went to 
temperate lands. Britain’s own investments in India before 
1914 never amounted to more than 10 per cent of its overseas 
lending. In 1947, after a century of colonial control, British in- 
vestment stood at just over $430 million—a figure which would 
not quite cover India’s current deficit for a single year. Since 
the war, inducements to invest inside the Atlantic area have 
proved even higher. India is only realistic when it expects no 
more than $42 million a year in private investment over the 
next five years. The Pakistanis forecast proportionately more— 
$25 million a year for a population nearly five times smaller 
than India’s. But both levels are minute compared with annual 
deficits running into hundreds of millions of dollars. 

The prospects for trade give equally cold comfort. The old 
nineteenth-century buoyancy with which Western demand 
sparked development elsewhere has sharply diminished. De- 
mand for tropical foods and drinks does not keep pace with the 
growth in Western population. Synthetics take the place of 
natural fibres and rubber. New technologies reduce the use of 
raw materials absolutely. And these unplanned developments 
are quite independent of further willed and positive obstacles 
to Eastern trade—quotas against textiles, high Western excise 
taxes on “exotic” drinks, tariffs directed against semi-manufac- 
tured goods. In a recent survey of Atlantic prospects, it was es- 
tablished that while output in the West might double by 1980, 
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its demand for imports would rise by only 70 per cent while 
demand for the staple exports of the Indian sub-continent— 
cotton, jute, tea—would increase by less than 30 per cent. This 
allows for a “natural” growth in exports of between one and 
two per cent a year, while the need for imports, at least in the 
next decade, is estimated to be between 75 per cent and 100 
per cent higher than the present level of exports. Even heroic 
measures in diversifying and intensifying exports could not 
bridge this gap, especially since, in the same years, Japan, Hong 
Kong, Puerto Rico, Egypt—not to speak of Communist bloc 
countries or even such staid Westerners as Britain and America 
—will be intensifying their export drives as well. 

Yet development implies command of foreign resources in its 
early stages. No nation has modernized successfully without 
them. So the only alternatives are to look for economic assist- 
ance with the hope, two decades from now, of producing an in- 
ternal market large enough and domestic resources ample 
enough for viability to be in sight; or to abandon rapid de- 
velopment with the certainty that the deadlock, twenty years 
from now, will be deadlier still. 


IV 


The interplay between agricultural productivity and eco- 
nomic assistance must now be considered. Ten years’ attempts 
at systematic development in emergent territories have under- 
lined as never before the primacy of agriculture in the early 
stages of modernization. Since in traditional societies all but a 
tiny fraction of the people live off the land, it must provide 
much of the early savings, the “primitive accumulation” 
needed to open up new sectors—infrastructure, education, in- 
dustry. It has to release workers to the towns. It has to supply 
more food to growing urban groups who no longer produce 
their own. It should also provide markets for the products of 
the new machines. All this implies a sharp increase in agricul- 
tural productivity. Otherwise savings and food can be trans- 
ferred to the towns only at the cost of vast dislocation, misery 
and possibly lasting damage to agriculture—as in Soviet Russia. 
Or the cycle of growth never gets going and industry and urban 
life remain small enclaves in a surrounding ocean of uncharged 
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subsistence farming—the prewar pattern in much of Asia and 
Latin America. 

In the Atlantic world, entrepreneurial efforts and market 
forces largely succeeded in revolutionizing agriculture, In 
Britain during the crucial changes of the eighteenth century, 
country gentlemen imbued with the contemporary fascination 
for the natural sciences, carried through the enclosures of com- 
mon land which gave them rational units for production. On 
these they experimented with winter feed, selective breeding, 
marling, the rotation of crops. Coke of Holkham succeeded in 
increasing output fourfold from the same land by writing con- 
ditions of cultivation into his tenants’ leases. Here was the mar- 
gin for more savings and more food. At the same time, men of 
similar entrepreneurial energy and passion for experiments 
were beginning industrial production in the towns. The work- 
ers displaced from farming could be largely absorbed elsewhere. 
In fact, growth was held back until mid-century by a relative 
shortage of manpower. Thereafter, productivity and production 
went up steadily in town and country alike. 

Even so, early theorists doubted if the fortunate conjunction 
would last. Ricardo had dark visions of the working population 
outstripping food supplies, of cultivation being pushed ever 
more expensively up the sides of Britain’s hills and rising costs 
pressing dangerously on narrowing margins of profit. But eco- 
nomically as well as politically, the New World was drawn in 
to redress the balance of the Old. Investment and migration 
opened up almost literally empty temperate lands in the Amer- 
icas and Australasia. The result was a flood of cheap food avail- 
able for the rapidly developing areas in Europe and America. 
And now that modern scientific research has been added to this 
favorable base, there are times when the productivity of West- 
ern agriculture threatens to be an embarrassment as well as 
a boon. 

No such favorable conjunction of circumstances prevails in 
most of Asia, certainly not in the Indian sub-continent. The 
land filled up long before there were industrial and urban al- 
ternatives for the rising population. Pressure on the land cut 
the family holdings to less and less economic strips. Extra 
mouths to feed ate up any margin of saving. And in any case, 


PLANNING IN THE INDIAN SUB-CONTINENT 35 


inadequate land enslaved the farmer to the landowner, trader 
and moneylender who tided him over the lean months before 
harvest and in return had a lien first on his crops and then on 
his farm. The peasant could not afford better methods of culti- 
vation—they all require credit. The moneylender had no in- 
terest in them since investment in land itself gave a higher re- 
turn than investing in its productivity. Over-population, no 
new land, exhaustion of the old, the discouragement of inno- 
vation, lack of capital—all these offered a pattern of agricul- 
ture almost totally the reverse of Britain’s or America’s during 
their early days of growth. In 1947, the Indian sub-continent 
had behind it nearly half a century of agricultural decline. 

To break from this deadlock, the analogy is not Britain’s 
energetic country gentlemen but Japan’s governmental inter- 
vention from above. Between 1870 and 1914, agricultural pro- 
ductivity in Japan probably increased threefold. Land reform 
removed the feudal landowners and ended peasant debt. Agri- 
cultural extension services began to take the new techniques to 
the farmers and cooperative credit made it possible to apply 
them. New industries drew off surplus labor. Even with a land 
tax transferring part of the new surplus to the towns, the 
farmers were better off and could provide some market for the 
new goods. This, not unnaturally, is much nearer to the model 
which India and Pakistan now propose for themselves. Meas- 
ures of land reform have been carried through—although they 
are probably not drastic enough in West Pakistan. Both gov- 
ernments are struggling with the problem of consolidating scat- 
tered holdings and introducing adequate cooperative credit. 
The length of the road ahead can be measured by the fact that 
in 1960, 90 per cent of India’s rural credit still came from 
moneylenders. Extension services are being overhauled and 
strengthened by concentrating them on particular “project 
areas,” and in Pakistan, by giving the officials working in agri- 
culture higher pay and more esteem. In both the Indian Third 
Plan and the Pakistan Second Plan, the proportion of resources 
devoted to agriculture has increased. In fact, Pakistan has raised 
the percentage from 23 per cent to over 40 per cent. 

The changes brought about by these means are not so far 
spectacular. On the average Indian food production has prob- 
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ably increased by some three per cent a year. It is thus just ahead 
of the 2 per cent rise in population. Pakistan’s increase in pop- 
ulation is about the same and food production may just have 
held level with it. But in India there are some recent signs of 
rather more rapid growth. In any case, the decade shows the 
first reversal in fifty years in the steady worsening of the ratio 
between food and people. This is not yet a “break-through.” 
But it is not the opposite. And certainly it could not have been 
secured without a vast increase in planned governmental ac- 
tivity in the field of agriculture. It would also have been much 
less effective without foreign aid. 

Since a great deal of the assistance given to the two countries 
has been generally to support their balance of payments, it is 
difficult to assess the total impact of aid on any particular sector. 
Both countries have greatly increased irrigation both by local 
works, locally financed, and by big projects drawing on foreign 
resources. Foreign credits have been used to extend the produc- 
tion of fertilizer. Indeed, a five-fold increase in the purchase of 
fertilizers and an insatiable demand still unsatisfied are two of 
the best contemporary indices of progress in Indian agriculture. 
But farming gains, too, by the great expansion of transport, by 
electrification, by primary education in the villages and second- 
ary schools in market towns. Thus the benefits are hard to assess 
with any precision. But there should be some mention of two 
very direct ways in which foreign assistance is playing a crucial 
part in agricultural advance. 

The first is the use of Public Law 480 grain to create a large 
enough reserve to permit both India and Pakistan to move to- 
wards a free market in food grains. So long as inadequate re- 
serves and speculative traders compelled the government to im- 
pose controls on deliveries and prices, the incentives offered 
the farmer remained too low to encourage much expansion. 
Yet to remove controls might have sent urban prices through 
the roof. Now imports under Public Law 480 are making a new 
approach possible based on a free market in food grains with 
governmental intervention confined to providing floor and 
ceiling prices by its purchases for and sales from the reserve. 

The second direct and beneficent influence lies in the degree 
to which foreign technical assistance has encouraged both gov- 
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ernments to put the necessary emphasis on development in 
farming. At the end of India’s First Plan, good monsoons en- 
couraged the belief that irrigation and community development 
between them had solved the problem of food. There was a 
certain euphoria about the prospects. A renewed emphasis upon 
agriculture in both the new plans—in India and Pakistan—re- 
flects a deeper realization of agriculture’s difficulties and there 
can be no doubt that such foreign organizations as the Ford 
Foundation and such foreign experts as those who worked with 
the latest Agricultural Commission in Pakistan have played a 
vital role in clarifying opinion and suggesting new lines of 
approach. Nor perhaps would their word have carried so much 
weight if it had not been clear that governments offering aid 
set considerable store by their advice. It is difficult to put a 
price tab on such forms of assistance. But they may count for 
more than the gift of an entire steel works in hastening general 
economic advance. Thus one can argue that in the crucial sector 
of agriculture, direct governmental intervention, backed by 
sizable foreign aid, has been the precondition of any advance 
at all. 
V 

On the face of it, the criticism of governmental “facadism 
and gigantomania”’ seems easier to substantiate outside the agri- 
cultural sector. In both India and Pakistan, the government 
launched into planning with a strong bias in favor of itself. 
Civil servants, trained in the traditions of Whitehall, had a 
Victorian dislike for the “money-grubbing instincts” of the 
commercial world, and believed that rational decisions on eco- 
nomic priorities were surer guides than profits earned or “‘ex- 
torted” in a competitive market—“profit’” has been almost a 
dirty word. They further held that the welfare of the economy 
would be safer in their unbiased hands and that the traditional 
and by no means negligible virtues of the responsible public 
servant—equity, probity, careful scrutiny and considered judg- 
ment—were as relevant to rapid economic development as they 
had been to the earlier administration of law and order. These 
attitudes were also to be found in even stronger form among 
the many Ministers in the new regimes who had learned their 
economics in Fabian Socialist circles in the West and tended 
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automatically to distrust the makers of wealth and to wish to 
distribute wealth in the shape of welfare even before it had 
been accumulated. 

To this bias must be added two genuine difficulties. The first 
is the extreme shortage of foreign exchange which developed in 
Pakistan after 1952 and in India after 1956. Relatively uncon- 
trolled spending of the scarce reserves would not, at that stage, 
have given the proper priority to capital and development 
goods. India had tried a period of de-control under Ghandi’s 
influence in 1947 and 1948. The result had been a rush of 
spending and an inward flood of consumer goods. The Govern- 
ment had to impose priorities—no one denied the need—but 
again the priorities tended to follow a pro-governmental bias 
and did not necessarily accord with the most rapid opportuni- 
ties of development. 

The other difficulty has been a perfectly legitimate doubt 
whether there were enough entrepreneurs to undertake a vast 
program of modernization; in Pakistan, in 1947, most of the 
entrepreneurial activities were still in the hands of the Hindus. 
When they fled, no one knew how many Moslems would fill the 
vacuum or how soon. In India, after 1955, the government 
adopted the definite strategy of giving first priority to a rapid 
expansion of steel making and heavy industry and such were 
the scale and speed of the program that even India’s lively en- 
trepreneurial class could not have undertaken the whole of it. 
In most developing countries, government has in any case 
played a part in such expansions. Arms programs were a typical 
Western form of indirect boost. In Japan after 1870 the govern- 
ment understood the whole program, only selling the industries 
back to the Zaibatsu once they were in running order. Nine- 
teenth-century India had missed some of the major investments 
likely to expand heavy industry—arms were provided by Brit- 
ain, the railways were equipped from Britain, Britain provided 
the ships for Indian trade. The British did not, it is true, realize 
that 20 billion tons of high grade iron ore lay hidden in the 
jungles of Bihar and Orissa. But Japan had no reserves at all 
and still contrived to bring about rapid industrialization. The 
Indian strategy, therefore, cannot be criticized as unusual or 
illegitimate, given its lavish resources for steel making. But it 
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has inevitably loaded even more tasks on government and hence 
added to the burdens of a bureaucracy which, in its deepest 
instincts, is not trained for development at all. 

The cumulative results have undoubtedly played some part 
in slowing down the potential rate of growth. In both countries 
there has been a tendency to give automatic priority to govern- 
ment investments, however low or long-term the returns on the 
capital invested and to delay or obstruct private schemes possi- 
bly of lower “social” value but in which a high return on cap- 
ital would have led to a rapid reinvestment of profits and hence 
quicker expansion. There has been some tendency for welfare 
to outstrip wealth and for the recurrent charges in the budget 
to swallow up public funds which might have been available 
for more productive investment. Distrust of profits has led to 
undercharging in public enterprises. Purely doctrinaire deci- 
sions have occasionally proved a direct impediment to growth 
—as in the case of coal in India where production in 1960 was 
at least 7 million tons behind the planned target since the bulk 
of expansion had been allotted to an inexperienced public 
corporation. 

None of this can be denied—although its effect can be exag- 
gerated. After all, industrial growth has been going on in India 
at an average annual rate of about 10 per cent; in Pakistan it 
is nearer 15 per cent. But the relevant question here is whether 
economic assistance from abroad has encouraged the trend to- 
wards relatively less productive public expenditure and whether 
as a result of continued government-to-government aid, the 
trend is getting worse. 

It is hard to substantiate either charge. In both countries, the 
pattern of planning and bureaucracy was set long before there 
was any question of sustained foreign aid. In fact, one has to go 
back to Dickens’s Circumlocution Office or to Florence Night- 
ingale’s struggles with the War Office to realize how deeply 
rooted are cumbersome administrative traditions in any society 
profoundly influenced by the British. Far from reinforcing 
strict governmental control, foreign aid has prevented the con- 
trols from becoming even more draconian. By providing most 
of the foreign currency needed to carry through the “hard core” 
of India’s Second Plan after 1957, economic assistance left some 
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margin for the continued expansion of private development 
and by balancing nearly a quarter of the public outlays under- 
taken during the Plan, foreign assistance left a wider margin of 
private savings for use in the burgeoning private sector. We 
cannot doubt that in both India and Pakistan, unrelieved strain 
on foreign exchange would have led to a total priority for gov- 
ernment expenditure. Foreign aid has prevented this extreme 
concentration of effort and kept the options open for the future. 

Economic aid can, therefore, take a little credit for the 
greater sophistication, realism and flexibility apparent in the 
new stage of planning in the sub-continent. “Gigantomania’’ is 
not getting worse. It is getting better. Government emphasis is 
more on smaller schemes with quicker returns than on the vast 
multi-purpose projects of the past. Office building and public 
monuments no longer enjoy their old esteem. Greater speed of 
decision, closer follow-up of results are being sought inside the 
planning mechanism. Decentralization of authority from Min- 
istries to public corporations is being considered and their need 
to make profits is more fully understood. The web of controls 
and licensing is thought of less as a protection for the public 
than as an obstruction to growth. New incentives to private en- 
terprise have been introduced in both economies—lowered rates 
of taxation, tax holidays for pioneer industries—and the benefits 
have been extended for foreign investment as well. Pakistan has 
now gone so far as to announce that private enterprise should 
be the instrument of virtually all industrial development and 
that where government participation is still necessary, its share 
will be sold back, a la japonaise, to private investors as soon as 
they appear. 

In India, “the commanding heights” of the economy are, in 
accordance with the socialistic pattern of society, to remain 
under government control. But there are a growing number of 
private bivouacs appearing up the slopes. Both private steel 
making plants have been doubled in capacity. Limitations on 
private activity have been revised—in coal, oil exploration, fer- 
tilizers, alloy steels, pig iron. The forecast for investment in the 
private sector has been somewhat increased and for some vital 
industries, the government has quietly waived its earlier rule 
that foreign enterprise can operate only with a majority of the 
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shares held by Indians. Although the public sector will con- 
tinue to grow relatively to the private sector, it is not likely to 
exceed fifteen or twenty per cent of total industrial output. 
Thus economic assistance on a systematic basis has coincided in 
the Indian sub-continent with the coming of greater flexibility 
and realism in economic planning. It may not have launched 
it. But it certainly has not discouraged it. And by creating a 
sense of elbow room, it has countered the possibility of irre- 
versible and panic decisions. 


VI 


Admittedly all these arguments for and against the efficacy 
of economic assistance working within the framework of a 
“country plan” do not add up to a rousing reassurance. On the 
basis of the evidence available so far—admittedly very limited 
evidence since the experiment of sustained aid is so new—one 
can cautiously suggest that the chances of success seem to out- 
weigh the risks of failure. This is not perhaps a very bold state- 
ment. But it is too early for resounding certainties. There is no 
natural law by which over-populated and not too richly en- 
dowed economies growing in numbers by 2 per cent a year can 
achieve viability and a modest affluence in two or three decades. 
The problem is new. It has to be tackled with new methods. All 
we can say with certainty is that many of the criticisms directed 
against economic assistance do not stand up to closer examina- 
tion and that there is nothing irrational or “pollyanna” about 
giving long-term aid the long-term trial it needs to show results. 

This is, of course, too dusty an answer for those who feel “hot 
for certainties” about national purpose and national success. 
Since economic assistance does not deliver, signed and sealed on 
the Western doorstep, faithful upright, soon-to-be-selfsupport- 
ing allies in the struggle against Communism, critics dismiss it 
as a waste of resources, as stupid entanglement in other people's 
affairs, as wishy-washy sentimentalism about problems which 
are no concern of the West in any case. A guarantee of com- 
plete success, in terms of Western national interest, would no 
doubt quiet misgivings. But the modern world no longer offers 
certain success in any field—least of all in that last sanctuary of 
national self-interest, national defense. Modern states spend 
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some 90 billion a year on “‘security” and were never less secure. 
Economic assistance, at perhaps one-eighteenth the cost, at least 
offers less waste and more hope than that. Every national deci- 
sion now is no more than a bet—perhaps this has always been 
the case but the consequences of either action or inaction are 
now so tremendous that we feel crushed by the weight of the 
hazard. But we have to choose. Not to extend economic assist- 
ance is fully as decisive an act of policy now as to continue it. 
The question is: on which side does the balance of advantage 
and sanity seem to lie? 

One can leave out the question of any strain on Western re- 
sources. One per cent of national income bankrupts no state 
whose national income is going up by at least 2 per cent a year. 
There may be temporary balance of payments problems, but 
some arise because certain Western Powers are not contributing 
their share and most can be adjusted by using the device of tied 
loans or grants. The more serious criticisms turn on the basic 
claim that what happens outside the Western world is neither 
realistically nor morally any of the West’s concern. 

In terms of realism, the argument runs that emergent nations 
can go Communist or relapse into anarchy with no undermin- 
ing or weakening of Atlantic life. This might perhaps have 
been argued convincingly during, say, China’s long interreg- 
num of incoherence and decay. But it would be a bold man 
who would declare today that China’s revived military might, 
under fierce ideological control, offers no threat to the rest of 
us. Nor can we be certain that if India followed a similar pat- 
tern of disruption, long anarchy and final renewal under total 
leadership, it would not reinforce the Eastern military threat. 

And there are other subtler, more domestic threats. The Ko- 
rean war was the background of McCarthy’s sortie against the 
American way of life. “Fighting communism” is the device bor- 
rowed by all conservative extremists whether they call them- 
selves Oswald Moseley or followers of John Birch. At the same 
time, fear of Communism has strengthened an opposite pacifism 
in Europe. If further large areas of the emergent world turned 
to Communism, could right-wing hysteria be checked on one 
side of the Atlantic or growing defeatism on the other? 

And realism cannot be the end of the matter. Western man 
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needs to do more than survive. He is concerned too with the 
quality of the world in which he lives. His science, his imperial 
energies, his search for investment and trade have created, 
whether he likes it or not, a world sufficiently united for trade 
decisions in New York to affect the livelihood of cashew growers 
in Trivanderum and a few pennies on or off the price in Dun- 
dee to feed or starve the jute farmers of Bengal. It is a largely 
irreversible interdependence upon which the West has grown 
rich and the East has been stirred to ambitions of moderniza- 
tion. But if it is to be governed by no more than the chance 
forces of power and cash—as were the domestic relations be- 
tween rich and poor in the early days of industrialism—it is 
difficult to see how anything but deepening resentment and pro- 
found unrest can be looked for in the future. 

A century ago, in their dealings with the internal proletariat, 
the wealthier classes in the West, prompted by both self-interest 
and by moral persuasion, adopted for an organized sharing of 
wealth and for institutionalizing “the general welfare.” Today, 
in their dealings with the “external proletariat,” the wealthier 
nations have therefore at least a reasonable model to go by if, 
in their turn, they decide to institutionalize generosity and 
good will as well as self-protection, fear and greed. The expedi- 
ent worked in the internal operations of Western society. There 
is nothing irrational in the effort to see, after the millenial dis- 
asters of naked national self-interest, whether a more humane 
approach may not repeat the internal achievement of relative 
stability and social peace. 








AMERICAN FOREIGN AID DOCTRINES 
Edward C. Banfield 


Crowds of men can be got to assent to general statements, 
clothed in striking language, but unverified and perhaps inca- 
pable of verification: and thus there is formed a sort of sham 
and pretence of concurrent opinion, There has been a loose 
acquiescence in a vague proposition, and then the People, 
whose voice is the voice of God, is assumed to have spoken. 
Useful as it is to democracies, this levity of assent is one of the 
most enervating of national habits of mind. 


—Sir Henry Sumner Maine 


ECHNICAL assistance and capital grants and loans to under- 
‘ewe countries for non-military purposes (‘foreign 
aid” or “aid’’) have in the last decade become a conspicuous 
feature of our foreign policy. In comparison with the total of 
defense spending the amount of aid has not been large (roughly 
three per cent for the decade), and in comparison with gross 
national product it has been very small (less than one per cent). 
But aid is nevertheless coming to be regarded as a principal in- 
strument of our foreign policy. The use of it to supplement, 
and in some degree to substitute for, the traditional means of 
diplomacy is to be explained in part by the impracticability of 
using force or threats of force under the conditions that now 
prevail. Many people, however, believe it is in general a better 
way of achieving our objectives. In their widely read and in- 
fluential book, Millikan and Rostow, for example, say that “we 
have put relatively too much emphasis in recent years on pacts, 
treaties, negotiations and international diplomacy and too little 
on measures to promote the evolution of stable, effective, and 
democratic societies abroad . . . ,” and they emphasize this by 
subtitling their book “Key to an Effective Foreign Policy.”? 

In view of this great and increasing importance, it is sur- 
prising that a theory of foreign aid has not been carefully 
worked out or subjected to rigorous analysis and, where such a 
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thing is possible, to empirical test. One can hardly say that 
there is such a thing as a theory of foreign aid. There are sev- 
eral doctrines by which it is justified. These, however, turn out 
upon examination to consist mainly of unverified and often 
unverifiable assertions which are presented in confident, horta- 
tory tones as well established truths. For the most part, the 
doctrines are incompatible with each other either in their 
theory, such as it is, or in their implications for action. 

This article examines critically the premises of these doc- 
trines as to both fact and value. This examination, which in- 
volves reference to literature in economics, sociology, and po- 
litical science, leads to the conclusion that there is at least as 
much to be said against aid as in favor of it. The question 
therefore arises: why is aid so confidently proposed by policy- 
makers and so readily supported, or at any rate tolerated, by 
the public? This question is answered in terms of the nature 
of American political culture and of democracy in general. The 
purpose of the article is not to persuade the reader to accept or 
reject a policy position, and only incidentally to clarify policy 
questions. (One of the conclusions reached is that science and 
scholarship—rigorous processes of fact-gathering and analysis—, 
although they may clarify, cannot settle the principal ques- 
tions.) Rather it is to describe the intellectual basis on which 
public opinion and policy rest in an important matter, and, 
from this description, to form some general conclusions about 
how decisions are reached in our society. 

It should be noted that doctrines are under discussion, not 
programs or practices. Foreign aid programs and practices may, 
of course, be very different from what the doctrines attempt to 


justify. 
THE Doctrine OF INDIRECT INFLUENCE 
A widely accepted doctrine asserts that foreign aid may serve 
the vital interests of the United States by setting off, or bring- 
ing about, fundamental changes in the outlook and institu- 
tions of the recipient societies and that these changes will lead 
to others—especially the spread of freedom and democracy— 
that will promote peace and thus, indirectly, serve our ultimate 
purpose, which is to increase our national security. 
Those who advocate the doctrine of indirect influence differ 
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decidedly about how this process will work, i.e., about precisely 
what changes will be produced by aid and how these will yield 
the further effects (freedom, democracy and peace) that are de- 
sired ultimately. One school of thought emphasizes economic 
effects. A marked rise in average income will change profoundly 
the outlook of the masses of the people in underdeveloped 
countries. People who have enough to eat and something to 
look forward to will be much less receptive to Communist and 
other extremist appeals. Prosperity and opportunity will en- 
gender a taste for democracy and peace, as they have in our 
own society. The great need, therefore, is simply to bring about 
rapid economic development. All the other effects that are de- 
sired will follow automatically. 

On this theory, aid should be distributed among countries 
on the basis not of political criteria but simply of the ability of 
each country to use it to increase incomes. In principle, Russia 
and China might be given the highest priorities. 

Another school of thought, represented principally by Milli- 
kan and Rostow, says that increases in income will not of them- 
selves produce the desired effects (freedom, stability, democracy, 
and peace). To be sure, “some” economic improvement is a 
necessary condition for achieving these effects. But Millikan 
and Rostow are severely critical of the “crude materialist” 
thesis that economic development will of itself either reduce 
revolutionary pressures or lead to orderly political develop- 
ment. They regard it as a serious misconception to think that 
the spirit of revolt spreads easily among people who are chroni- 
cally destitute or that the mere creation of wealth can satisfy a 
people’s expectations. In their view, aid is important princi- 
pally because it will set off social, political, and psychological 
changes which will energize the society. 


Even more important (than increases in income) are the confidence 
generated by the sense of progress, the social mobility, the outlet for 
leadership energies, the national unity, the consolidation of new 
individual and group values, and discovery of new sources of satis- 
faction and achievement which a concentration of social and eco- 
nomic development can bring.’ 


* Ibid., pp. 25-26. Another version of the Millikan-Rostow doctrine appears in 
Senate Doc. 52, 85th Cong., Ist Sess., July 1957, ““The Objectives of United States 
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Since they insist that the desired effects can only be secured 
through certain social, political and psychological changes, 
Millikan and Rostow might be expected to make suggestions 
for using aid to bring about these changes. They do not. All of 
their recommendations would be congenial to a “crude ma- 
terialist.’”” Whereas their first four chapters stress the crucial im- 
portance of non-economic factors, the remaining five chapters 
do not mention them. These latter chapters refer to the pur- 
pose of aid as “economic development” and make recommenda- 
tions that are all directed toward purely economic goals and 
have little or no relation to (indeed, are probably somewhat in 
conflict with) the goal of setting off social, political and psy- 
chological changes. For example, the key recommendation is 
that the distribution of aid “be determined by absorptive ca- 
pacity rather than by considerations of equity or politics.” 

Millikan and Rostow, then, not only say nothing about how 
the changes they regard as crucial are to be brought about, but, 
by laying out a program which looks entirely to economic ob- 
jectives, they implicitly contradict the main point of their 
analysis. 


Aw May Nort RAIsE LEVELS or LIVING 


All who hold the doctrine of indirect influence agree that a 
significant (Millikan and Rostow say “some’’) improvement in 
levels of living is necessary to secure the effects that are ulti- 
mately desired. “Crude materialists” believe that the greater 
the improvement the more marked these secondary effects will 
be. To the extent that there is reason to believe improvements 


Economic Assistance Programs” by the Center for International Studies, Massa- 
chusetts Institute of Technology. A reformulation of the M.I.T. position has 
recently been published: Max F. Millikan and Donald L. M. Blackmer, The 
Emerging Nations: Their Growth and United States Policy (Boston, 1961). 

*“We have a very specific purpose in adopting such a program: to promote 
the economic growth of the underdeveloped countries . . .” (p. 64). The criteria 
listed in Chapter 7 all assume the purely economic goal. The recent reformula- 
tion of the M.I.T. doctrine (Millikan and Blackmer, op. cit.) is less subject to 
this criticism: it makes (Ch. 10) a number of suggestions for bringing about the 
necessary social, political and psychological changes. But here also the greatest 
importance is given to purely economic criteria. For example, “Those responsible 
for development aid allocations must base their decisions on economic criteria 
rather than on considerations of short-run political advantage. In the long run 
our programs will be more likely to have the political consequences we seek if 
they are based on reasonably strict economic criteria.” Ibid., p. 120. 
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will not take place, confidence in these doctrines must be 
weakened. 

The improvement that is necessary is in the income of the 
ordinary man, not aggregate income. A large increase in aggre- 
gate income could leave most people in the society worse off 
than before if, for example, population grew faster than in- 
come or if the growth in income was accompanied by an in- 
creased concentration of income in the hands of a small elite 
or was siphoned off for military or other governmental purposes 
that did not raise standards of life. In order to bring about the 
necessary improvement in levels of living, therefore, a proper 
equilibrium must be achieved among three variables: the 
productivity of the economy, the size of the population, and 
the evenness with which income is distributed. Conceivably a 
satisfactory relationship among these variables might be secured 
by changing only one of them; in the usual case, however, it 
will be crucially necessary to change them all. 

In most of the underdeveloped areas aggregate income has 
been increasing in recent decades. These gains, however, are 
being nearly offset, and in some cases more than offset, by 
growth of population. The rate of population growth is in most 
places enough to absorb the increases in aggregate income that 
will result from normal saving. Although their incomes are 
rising, the underdeveloped countries, with some exceptions, are 
not increasing their per capita food supply.® 

Estimates by Professor P. N. Rosenstein-Rodan on very op- 
timistic assumptions (e.g., that the underdeveloped countries 
will get all the aid they can absorb and that they will make 
reasonably good use of it) indicate that from 1961 to 1976 gross 


5See A. J. Jaffe, “Population Trends and Controls in Underdeveloped Coun- 
tries,” Law and Contemporary Problems, Vol. XXV:3, 1960, p. 528. According 
to J. J. Spengler, “Getting a fertility-reducing process under way today probably 
presupposes a saving rate of something like 10-15 per cent of a nation’s net 
national product ... and the conversion of a sufficient fraction of it into 
forms of capital which are strongly production-oriented.” “The Population 
Problem: Yesterday, Today, Tomorrow,” Southern Economic . Journal, Vol. 
XXVIII:3, 1961, p. 206. See also Kingsley Davis, “The Political Impact of New 
Population Trends,” Foreign Affairs, Vol. 36:2, 1958, p. 296. Raymond Vernon 
believes steady improvement in the quality of censuses in the underdeveloped 
countries has led demographers to overestimate the rate of population growth 
and that per capita incomes are increasing faster than is usually thought 
(personal communication). 
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national product in the underdeveloped parts of the world may 
rise from an average of $140 to $192 per capita.* Whether an in- 
crease of this magnitude would suffice to change the political 
outlook of the underdeveloped countries decidedly is, of course, 
anyone's guess. (It must be kept in mind that an increase in 
average income does not imply a better distribution of income; 
this may be such that most people will be no better off—con- 
ceivably even worse off—than at present. It should be taken 
into account, too, that the aspirations of the people of the un- 
derdeveloped parts of the world may meanwhile rise even 
faster than their incomes.) 

If the aid doctrine requires not merely some improvement 
in levels of living but the “modernization” of the economy, the 
outlook is even more discouraging. That aggregate and in some 
cases per capita incomes in these countries have been growing 
in recent years does not mean that they will continue to do so. 
The growth may be in the nature of “taking up slack”; addi- 
tional growth may be impossible without basic changes within 
the societies—changes that will not occur. 

Some societies may never develop. The American Indian is a 
case in point. The cruelty, indifference and stupidity of whites 
can explain only in part why many Indian cultures have not 
entered modern society after several hundred years of contact 
with it. In the last thirty years a vast amount of effort has been 
put forth on behalf of the Indians. The United States govern- 
ment, for example, has spent several thousand dollars per 
Navaho to help them adapt, and has spent it with much intelli- 
gence and good will—as much, at any rate, as is likely to be 
found in any underdeveloped country. Yet the problem of the 
Navaho remains almost as it was a generation ago.* 

Even those underdeveloned countries which are not primi- 
tive may lack certain cultural or other prerequisites of develop- 
ment. One such prerequisite is the presence in the society of at 


*See Millikan and Blackman, op. cit., p. 154. A. J. Jaffe’s conclusion, in the 
article cited above, was that “Under the best of circumstances, it will still take 
at least one generation, counting from the end of World War II, before there 
may be a decided slackening in the rate of population growth and a very sig- 
nificant improvement in the levels of living” (p. 534). 

"See Frank A. Tinker, “The Navaho Experience,” Challenge, Dec. 1960, pp. 
26-30, 
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least a small class of persons having talents and incentives that 
lead them to organize, innovate and take risks. Other prereq- 
uisites are traits which must probably be fairly widespread in 
order for such a class to arise, or to function effectively if it does 
arise. These include the desire for material improvement,® the 
belief that economic activity is worthy of respect,® willingness 
to concert activity for common purposes or at least to allow 
others to concert it without interference,” and ability to main- 
tain at least that minimum of political stability that is essential 
in order for the government to carry out certain critical tasks. 

These and other prerequisites are not all present in any of 
the underdeveloped areas." 

Such factors are in general more important obstacles to de- 
velopment than are lack of technical knowledge or foreign 


* Capital formation, Nurkse says, can be permanently successful only in a 
capital-conscious community. “Nothing matters so much as the quality of the 
people.” Initiative, prudence, ingenuity, and foresightedness are the qualities 
particularly needed. Ragnar Nurkse, Problems of Capital Formation in Under- 
developed Countries (Oxford, 1953), p. 155. Professor Edward S. Mason has re- 
marked that it is not clear that the people of southern Asia are uniformly and 
significantly motivated by a desire for economic betterment. Promoting Eco- 
nomic Development (Claremont, Calif., 1955), p. 41. 

®In the newly developing states, according to Edward A. Shils, the nation is 
the sole locus of charisma; political leaders get their legitimacy from it, For 
development to occur, some ambition must be turned into economizing be- 
havior and this can only happen as such behavior is seen as permeated by the 
sacred. In most underdeveloped areas there is no such tradition; “it cannot of 
course be created deliberately,” Shils says, “but it can be helped to grow by the 
establishment of it, and so will a sympathetic and appreciative public opinion. 
Such opinion scarcely exists today in the underdeveloped countries.” Edward A. 
Shils, “The Concentration and Dispersion of Charisma,” World Politics, Vol. 
XI:1, 1958, p. 18. 

See E. C. Banfield, The Moral Basis of a Backward Society (Glencoe, 1958). 

4 After listing four prerequisites of development “each as critical as capital” 
(viz., a substantial degree of literacy and that small number of people with 
knowledge and skills for managerial and technical tasks, a substantial measure 
of social justice, a reliable apparatus of government and public administration, 
and a clear and purposeful view of what development involves), J. K. Galbraith 
declares that “In practice, one or more of these four factors is missing in most 
of the poor countries.” “A Positive Approach to Foreign Aid,” Foreign Affairs, 
Vol. 39:3, 1961, pp. 444-457. Professor Simon Kuznets has observed that it is not 
the physical equipment of a country that constitutes the major part of its 
capital but rather “the body of knowledge amassed from tested findings and the 
capacity and training of the population to use this knowledge effectively.” In 
United Nations, Processes and Problems of Industrialization in Under Developed 
Countries (New York, 1955), p. 5. See also T. W. Schultz, “Investment in Human 
Capitai,” American Economic Review, Vol. LI:1, 1961, pp. 1-17. For discussions 
of the cultural conditions of growth, see Ralph Braibanti and J. J. Spengler, 
Traditions, Values, and Socio-Economic Development (Durham, N. C., 1961) 
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capital. If cultural and other conditions favor development, it 
will occur without aid. (Japan and Russia, to cite recent cases, 
did in fact develop without aid.) If cultural conditions do not 
favor development, no amount of aid will bring it about. (Cuba 
and Haiti, for example, have received large amounts of both 
technical assistance and foreign capital without development 
taking place.) Probably no country is so poor that it cannot 
accumulate capital,’ and the Western world could not if it 
tried prevent the wholesale borrowing of its technical knowl- 
edge by underdeveloped countries able to make use of it. 
Where populations have a “will” not to propagate, the popula- 
tion problem will solve itself; where they do not, there is noth- 
ing much that can be done.” 

But even if all cultural and institutional prerequisites of 
growth were present, it might not be possible for certain under- 
developed countries ever to achieve levels of living even 
roughly approximating those of the West. A modern economy 
must draw upon a large complex of basic raw materials, includ- 
ing land, water, fossil fuels, and minerals of many kinds. Even 
with free international trade, shortages of some resource would 
set stringent limits on the level of development that some coun- 
tries—India, for example—could achieve." 

It should not be surprising if a donor over-values his gift. 
American aid doctrine certainly exaggerates greatly the im- 
portance of both technical assistance and foreign capital in the 
development process. Only in the most backward countries can 
either kind of aid make a crucial difference or, perhaps even an 
important one. In the nature of the case, the greater the need 
of a country for aid, the more uncertain is its capability to de- 
velop. The most prosperous and promising of the underdevel- 
oped countries—Mexico, for example—may not require any aid 
in order to grow at a satisfactory rate. There is, to be sure, an im- 

“Cf. Simon Kuznets, Six Lectures on Economic Growth (Glencoe, 1959), pp- 
Mo The existence of a cheap and effective oral contraceptive does not put it 
within the power of governments to reduce population growth; a reduction will 
occur only as there is a widespread desire within the societies in question to limit 
births, and this will not arise except in consequence of general improvement in 
levels of living. See Robert C. Cook’s article in the issue of Law and Contempo- 


rary Problems cited above, p. 387. 
4 See Richard L. Meier, Science and Economic Development (New York, 1956). 
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portant middle group of countries—India is a conspicuous ex- 
ample—which both can absorb large amounts of aid and which 
give fair promise of developing. In time, too, some of the most 
backward countries may be brought by aid to the condition of 
this middle group. Nevertheless, despite these qualifications, 
there is a built-in perversity in the situation which makes it 
impossible to use large amounts of aid with great effectiveness 
in most places. 

As a rule aid cannot be critically important in promoting 
economic development, and it may even do much to slow it 
down. 

In the long run, Milton Friedman maintains, aid “will al- 
most surely retard economic development.’® There is much 
that should be done by government in underdeveloped areas 
(e.g., provision of roads, elementary education, a monetary 
system, law and order), he says, but there are crucial advantages 
in letting private business do as much as possible. One such ad- 
vantage is that private individuals, since they risk their own 
funds, have a much stronger incentive to invest wisely. Another 
is that private individuals are more likely than state bureauc- 
racies to abandon unsuccessful ventures. The availability of 
resources at little or no cost to a country inevitably stimulates 
‘“monument-building,” i.e., investment in projects adding little 
or nothing to the productivity of the economy. Under the cir- 
cumstances, he concludes, countries would develop faster with- 
out aid than with it. 

Even if it does begin, economic development may not last 
very long or get very far. Continued growth, David McCord 
Wright has pointed out, involves discovery and use of new 
ideas.1° The developing society must produce a social outlook, 
institutions, and economic organization which, generation after 
generation, will bring to the fore men who will produce new 
ideas. That such men come to the fore in one generation, 
Wright observes, is no guarantee that they will in the next. The 
long run economic prospect, therefore, is very uncertain in any 


% Milton Friedman, “Foreign Economic Aid: Means and Objectives,” The Yale 
Review, Summer 1958. 

%* David McCord Wright, “Stages of Growth vs. The Growth of Freedom,” 
Fortune, December 1959. 
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society, including of course a highly developed one like our 
own. 


THE POLITICAL PROSPECTS 


In the literature on foreign aid, “freedom” and “democracy” 
are usually left undefined. One cannot usually tell which is 
meant: wide distribution of power, rule of law, regard for civil 
liberties, free elections, consumers’ choice, national independ- 
ence, a distribution system favoring the poor, or something 
else. Obviously these need not all go together (e.g., national in- 
dependence is compatible with dictatorship). Obviously meas- 
ures that promote democracy or freedom in one meaning may 
inhibit them in others. 

If by democracy and freedom are meant “respect for the in- 
dividual” and its corollary “government by discussion” (how- 
ever these principles are expressed institutionally), there is cer- 
tainly little basis for optimism. Respect for the individual is 
unique to the Judaeo-Christian tradition. In those parts of the 
world which do not participate in this tradition, the idea is un- 
intelligible or nearly so. That a conception so fundamental 
might enter into and transform alien cultures would be highly 
improbable under the most favorable of circumstances. That 
this particular conception—of the sacredness of the individual— 
might enter into and transform alien cultures in those parts 
of the world where the worthlessness of the individual human 
life is a conspicuous fact of everyday experience (a circumstance 
which indeed constitutes the very problem aid seeks to solve) is 
so improbable as to be incredible. 

The prospects are better if democracy is defined to mean 
merely government through institutions that are in some sense 
representative (i.e., which take account of the wants and in- 
terests of the major elements of the population and which by a 
peaceful process like an election can be forced to respond to 
opinion). But democracy even in this restricted sense will have 
a slow and fitful growth in most of the underdeveloped world. 
The political institutions of the West cannot be copied, as its 
technology can, by people whose ways of thinking and valuing 
are fundamentally different from Western ways. It took several 
hundred years for the West to arrive at its very imperfect 
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democracy. The underdeveloped countries, although they may 
learn something from our experience, are not likely to do much 
better.” 

The possibilities for development of societies that share our 
most fundamental ethical premises are probably best in Latin 
America, which has participated in Western civilization for 
four and one-half centuries. But even there the long-run out- 
look for democracy is very uncertain. 

Even if mere “political stability” (i.e., the absence of change 
brought about by violence) is taken as the goal, the prospect is 
not good. Economic development, by hastening the decay of 
tradition and other forms of authority, will create ferment and 
disorder. The spread of literacy, an indispensable condition of 
self-sustaining growth, is especially likely to do so. As Millikan 
and Rostow say: 


The education which accompanies economic change contributes to 
unrest. People who can’t read can’t be subverted by literature. Once 
they can read, the process of widening knowledge and changing 
ideas of what the world is like and what is possible in it proceeds 
with great rapidity.1® 


Urbanization, another indispensable condition of growth, 
also tends to produce political instability. According to Bert F. 
Hoselitz: 


. the greater degree of literacy and the much greater degree of 
exposure to mass communication media make urban populations 
more susceptible to various forms of political propaganda. Thus, at 
present, the cities of underdeveloped countries, and above all their 
primate cities, are the centers of nationalist sentiment and political 
action. But to the extent that aspirations for economic advancement 


Seymour Martin Lipset concludes a valuable analysis of some of these ques- 
tions with a quotation from Max Weber: “The spread of Western cultural and 
capitalist economy did not, ipso facto, guarantee that Russia would also acquire 
the liberties which had accompanied their emergence in European history . . . 
European liberty had been born in unique, perhaps unrepeatable, circumstances 
at a time when the intellectual and material conditions for it were exceptionally 
propitious.” Lipset believes that, despite this dim outlook, encouraging the 
spread of democracy “remains perhaps the most important substantive intellec- 
tual task which students of politics can still set before themselves.” “Some Social 
Requisites of Democracy: Economic Development and Political Legitimacy,” 
American Political Science Review, Vol. LIII:1, 1959, p. 103. 

8 Op. cit., p. 22. 
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are not fulfilled or fulfilled only inadequately, urban populations 
may become a very responsible element for radical propaganda of 
various sorts and may easily be induced to support forms of totali- 
tarian policies on the left or on the right.!® 


In India, Asia, Africa, and Latin America the more eco- 
nomically developed regions have been more prone to violence 
than the less developed ones.” 

The real question is typically not whether there can be 
created a political system that is democratic or stable, but 
whether there can be created one capable of modernizing the 
country at all. ‘““No new state,” Edward A. Shils has written, “can 
modernize itself and remain or become liberal and democratic 
without an elite of force of character, intelligence and high 
moral qualities.” Very few of the underdeveloped countries, he 
says, have such elites; those that do have them may under favor- 
able circumstances enjoy democracy that is to some extent tute- 
lary, and in time, if the elite has a very powerful will to be 
democratic, the enormous gap between it and the masses of 
the population may be overcome. The less democratic and 
much more probable alternatives will not, he thinks, provide 
stable government at all: 


The alternatives are disorderly oligarchies, each promising and as- 
piring to maintain order and to modernize, but doing so only by 
sweeping the disorder temporarily into a box from which it recur- 
rently springs out into full strength. The totalitarian oligarchy by 
the ruthlessness of its elite and by the vigor of its party machine as 
well as by the organizational and material aid which it would get 
from the Soviet Union, would appear to have the best chance to 
maintain itself, once it gets into power. But it too would have to 
compromise markedly with the human materials which traditional 
society gives it. It could build monuments and suppress open dissat- 
isfaction but it could not realize its idea.*4 

* Bert F. Hoselitz, Sociological Aspects of Economic Growth (Glencoe, 1960), 
pp. 228-229. 

” For an illuminating discussion of these matters with respect to India, see 
Bert F. Hoselitz and Myron Weiner, “Economic Development and Political Sta- 
bility,” Dissent, Spring 1961. 

™ Shils describes “components” and “preconditions” of five possible courses of 
political development in the new states: A. Political democracy (“civilian rule 
through representative institutions in the matrix of public liberties”); B. Tute- 


lary democracy (political democracy adapted to provide a greater preponder- 
ance of the executive); C. Modernizing oligarchies (civilian or military cliques 
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The expansion of state activity which aid engenders tends in 
some ways to discourage the development of democracy. In a 
prosperous and politically experienced society, democracy and 
extensive governmental participation in economic affairs may 
coexist. But the situation of the underdeveloped countries pre- 
cludes this. These countries must—at best—choose between hav- 
ing governments that are not incompetent and having ones that 
are not tyrannical; the possibility of having ones that are 
neither incompetent nor tyrannical does not exist. Foreign aid, 
by encouraging governments to undertake tasks beyond their 
capabilities, is likely to lead to waste of the aid through the 
incompetence of the recipients, or to the extension and harden- 
ing of governmental power—or, perhaps most likely, to both at 
once.*” 

Development at what is now in the underdeveloped areas 
considered to be a reasonable rate will require much more sav- 
ing than is likely to occur voluntarily. Governments can secure 
some of the needed saving by defrauding their populations 
through inflation, the use of government marketing boards, and 
other devices. To the extent that fraud does not suffice, they are 
likely to use force; as the required amount of savings increases 
(i.e., as the desired rate of development increases), the amount 
of repression will probably also increase. According to Sir 
Robert Jackson, 


Heroic measures of internal saving (and 15 per cent of national in- 
come ts heroic when consumption is marginal and population grow- 


reduce parliament to a ratifying role, depend upon the civil service, and do not 
tolerate an independent judiciary); D. Totalitarian oligarchy (oligarchy with 
democratic airs and a doctrine); and E. Traditional oligarchy (a firm dynastic 
constitution, buttressed by traditional religious beliefs). With respect to each of 
these, he discusses the following preconditions: a. the stability, coherence, and 
effectiveness of the ruling elite, b. the practice and acceptance of opposition, c. 
the machinery of authority, d. the institutions of public opinion, and e. the civil 
order. See his two articles on “Political Development in the New States,” Com- 
parative Studies in Society and History, Vol. I1 (1960). The quotations are from 
the second article, pp. 407 and 410. 

“Perhaps the greatest unsolved problem of the Indians is to find some way 
to insure efficient public entepreneurship under the general aegis of a parlia- 
mentary government.” J. K. Galbraith, “Rival Economic Theories in India,” 
Foreign Affairs, July 1958, p. 596. “Under the general aegis” may perhaps be 
interpreted to mean “under the nominal control of.” ES. Mason, op. cit., p. 49, 
writes: “The magnitude of the role assumed by the state in promoting economic 
development raises the question of whether the governments of southern Asia are 
up to the job.” 
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ing by 2 per cent a year) demand a ruthless political discipline 
which liberal systems can hardly employ and still remain liberal. 
otalitarian dictatorship can thus appear not simply the short cut 
but the only route to economic growth.*8 


Some underdeveloped countries may have to adopt totali- 
tarian methods in order to meet the threat presented by neigh- 
boring countries which have adopted them and are developing 
faster than they. 

Che exigencies of development, then, will tend to bring into 
existence repressive or totalitarian regimes. But even without 
these exigencies, the same effect might arise from other causes. 
rhe rulers of the underdeveloped countries are discovering that 
the technology of mass communications affords them the pos- 
sibility of rule by propaganda. This is something new in the 
history of the world. In very poor societies it was formerly un- 
economic, if not altogether impossible, to maintain rule by 
force over a large area. Consequently government was mostly 
village or tribal and rested largely on traditional authority. The 
situation has now changed fundamentally. The technology of 
communications makes it feasible to govern by talk rather than 
by force and makes it possible to do so over an almost limitless 
area at a cost that is trivial even by the standards of a poor so- 
ciety.> Even if rulers do not need to increase their power in 

*Sir Robert G. A. Jackson, The Case for an International Development Au- 
thority (Syracuse, 1959), p. 40. 

“Unless it is resigned to a continuance of the decline of the living standards 
of the masses, the government of Egypt must find the means for sharply increas- 
ing the accumulation of capital and directing it into productive channels. This 
is likely to require deficit financing and a program of forced savings. In other 
words, Egypt must curtail present levels of consumptions, or even depress them, in 
order to achieve even a modest rate of economic development.” Frederick Har- 
bison and Ibrahim Abdelkader Ibrahim, Human Resources for Egyptian Enter- 
prise (New York, 1958), p- 34. 

* Barbara Ward Jackson finds that the Congress Party of India is well suited 
for the give-and-take of democracy. “But it is not a very suitable instrument 
for rallying vast unified popular effort or for exacting great public sacrifice. It 
follows that India cannot mobilize savings and direct energies as the Chinese 
Communists claim to do, and Congress as a political party can survive only so 
long as really heroic sacrifices are not needed from the Indian people.” “India 
on the Eve of its Third Plan,” Foreign Affairs, January 1961, p. 265. 


* The following dispatch was carried by Reuters, datelined Panama, May 6 
1961: 

Portable transistor radios are becoming a key factor in Latin-American politics, 
according to leading radio and television executives in Panama. 

Their role is to bring politicians’ messages, appeals and, upon occasion, 








58 EDWARD C. BANFIELD 


order to hasten economic development, they will probably find 
the opportunity for rule by propaganda irresistible. 

Rule by propaganda requires a constant supply of program 
material, of ideas exciting or challenging enough to stir the 
masses into a state of mind that will make them amenable to 
control, 

There is perhaps no reason why “positive” appeals for “‘con- 
structive” action—appeals, say, for great national crusades 
against poverty, disease, and ignorance—should not serve the 
purpose. In general, however, appeals to hate and fear will 
probably work better. The example of Castro suggests that ex- 
coriating the capitalist, the colonialist, the foreigner, the Yan- 
kee, and (although not in Cuba) the white man is likely to be 
the cheapest, easiest and most dependable way to rally the peo- 
ple, make them cohere as a nation, and put their energies and 
loyalties at the disposal of the regime. 

Where propaganda is to be the basis of governmental power, 
the West is at a great and probably hopeless disadvantage. It is 
identified (unfairly, of course, in the case of the United States) 
with the hated system of colonialism, the horrors of which in- 
crease with every retelling and the virtues of which have al- 
ready been forgotten. The great principles for which it stands, 
such as the worth of the individual, are unintelligible to the 
masses in the underdeveloped areas; the meaning of democracy, 
it need hardly be said, cannot be shouted over the radio to a 
street mob. The Communists, on the other hand, are under no 
such handicaps. The Marxist ideology is, as Adam B. Ulam has 
remarked, the natural one for backward societies to adopt.”* It 
provides people who are undergoing transition from a pre- 
industrial to an industrial society with a doctrine that makes 


speeches to hundreds of thousands of peasants who never had any form of di- 
rect communication with the politically-active cities. 

The core of the role played by these transistor radios in bringing about this 
change is the flashlight batteries on which so many of the sets operate. 

The humblest country store stocks them for countryfolk who live far beyond 
the end of the last power line. A recent survey showed that one-third of the 
population of Latin America comes into this category. 

* Adam B. Ulam, The Unfinished Revolution (New York, 1960), Ch. VII. See 
also Zbigniew Brzezinski, “The Politics of Underdevelopment,” World Politics, 
Vol. IX:1, 1956, p. 63 and passim, and the contrasting views of Alex Inkeles, 
“The Soviet Union: Model for Asia?” Problems of Communism, Vol. VIII:6, 
1959, pp. 30-38. 
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sense of what must otherwise appear to them a senseless world. 
The Soviet Union, moreover, is an underdeveloped country 
that has “made good,” whereas the United States, the richest 
country by far, is the conspicuous symbol of all that is hateful 
and threatening. 

In some countries of Africa, the Middle East, and Latin 
America, leaders and followers alike are stirred less by desire 
for improvement of living standards than by the emotion of 
nationalism—by the desire to create a mystic bond among a 
chosen people marked by some sacred stigmata and to exalt the 
power and the glory of the nation. This is an expression of a 
primordial urge to be in contact with the sacred and to feel awe 
and reverence. Economic development, where nationalism is 
strongest, is valued less for itself (it may even be thought in- 
trinsically undesirable) than as a means of symbolizing, or of 
asserting, the power and glory of the nation. To people in- 
tensely moved by the religion of nationalism, all those who do 
not belong to the nation are beyond the pale: they are unclean 
ones whose presence defiles the sacred places. The very exist- 
ence of the nation as a mystic body depends upon maintaining 
this radical distinction between those within and those outside. 
If the unclean did not exist to inspire revulsion, the nation- 
makers might have to create them. 

These reasons for hating the West, the capitalist, the white, 
and the foreigner exist in some degree in most of the under- 
developed countries. They account in part for the hostility 
often manifested toward the United States by the leaders of 
countries which have little or no “objective” grounds for hos- 
tility. In such countries, it may be much more important to the 
ruling clique, and perhaps also to the whole nation, to have us 
for enemies than for friends. 


DEVELOPED SocIETIES Not NECESSARILY PEACEFUL 


If the underdeveloped countries were to become fully de- 
veloped and “modernized,” they would not necessarily be 
peaceful. As Rupert Emerson has observed: 

The great wars which have seriously threatened mankind in recent 


history have taken place within the fraternity of the rich and de- 
veloped states. Can there be any clear assurance of a gain for peace 
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in the multiplication of well-to-do, industrialized states, modeled 
precisely after those which have been the principal warmakers of 
modern times??? 


The disparity between the richness of some nations and the 
poverty of others does not, as is so often asserted, tend toward 
war. Poor, pre-industrial nations do not attack rich, industrial 
ones, much as they might like to. Nor does being ‘“undemo- 
cratic” incline one nation to attack another if the attack cannot 
possibly be successful. 

By the same token, any nation, however developed or demo- 
cratic, may be aggressive if it can be so with impunity and if it 
considers its cause to be just. Millikan and Rostow have no 
basis for their confidence that democratic societies “can be re- 
lied upon not to generate conflict because their own national 
interests parallel ours and because they are politically healthy 
and mature. .. .”8 On the contrary, it may be taken for 
granted that in the long course of history the interests of any 
nation are likely to conflict with those of any other, including, 
of course, the United States, and that when this happens the 
relative power of the nations, not their political “health” or 
“maturity,” will determine the outcome. 

Millikan and Rostow assert that as underdeveloped countries 
gain confidence they will become easier to deal with. 


Once they see that they are wholly capable of standing on their 
own feet, they caa afford to be less quixotic and nervous in their 
foreign policies. A confident nation, making progress at home, is 
likely to conduct its foreign policy with poise and good sense.”® 


This also overlooks the fact of power. The Soviet Union is a 
confident nation, but it is nevertheless infinitely dangerous to 
us. Twenty-five years ago, when its confidence was much less, it 
was no danger at all. The difference is that its power has in- 
creased. What counts is not the confidence of nations but their 
power. The peace of the world would be perfectly safe if the 
underdeveloped nations (and the others also!) were utterly 
without confidence, providing they were also without power. 


= Rupert Emerson, From Empire to Nation (Cambridge, 1960), p. 415. 
* Op. cit., p. 4. 
* Ibid., p. 32. 
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Finally, if the countries in question were to become entirely 
peaceable our national security would not necessarily be in- 
creased and it might even be decreased. It would not be in- 
creased if we possessed deterrents sufficient to prevent any na- 
tion, warlike or peaceable, from attacking us, and it might be 
decreased if countries now willing to risk war in support of our 
policy were (having become peaceable) no longer willing to do 
so. 

THE PROBABILITY OF SUCCESS 

The degree of confidence that one has in the doctrine of 
indirect influence will therefore depend upon how one judges 
four probabilities: a) that aid will increase per capita incomes 
significantly, b) that this increase, by itself or with other ener- 
gizing changes, will make societies more democratic, c) that 
being more democratic will make them more peaceable, and 
d) that being more peaceable will add to our security. The 
probability of the outcome that is ultimately desired, viz. 
greater national security, is the product of these four separate 
probabilities. Hence (to assign numbers for illustrative pur- 
poses only) if there is one chance in ten that per capita in- 
comes will increase significantly, one chance in ten that this will 
make the societies more democratic, one chance in ten that this 
will make them peaceable, and one chance in ten that their 
being peaceable will increase our security, there is one chance 
in ten thousand of achieving our ultimate aim in the manner 
the doctrine prescribes. 

Along with the probability of achieving the effect that is ulti- 
mately desired must be considered another: that of achieving 
it in time. The peril to America exists now and in the imme- 
diate future; it makes little difference to us how peaceful the 
presently underdeveloped countries will be 100 years from now, 
or even 30 years from now, if by then we will have been de- 
stroyed. One unit of present advantage is worth much more to 
us than many units of advantage 30 years hence and more, per- 
haps, than any possible number 100 years hence. It is certainly 
wildly optimistic to believe that the underdeveloped areas may 
become “‘mature” and “healthy” democracies within a genera- 
tion, but even if they did success might come too late. 

The rate of technological and other change is so great that 
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the present crisis of relations between the West and the Soviets 
is very likely to have been resolved one way or another in less 
than 30 years. If our objectives can be achieved without raising 
incomes simply by giving hope and encouragement and thus 
inspiring the underdeveloped countries to “confident” and 
“constructive” efforts, this problem of timing is less urgent, of 
course. But it is very hard to believe that our objectives can be 
achieved in this way. 

Whatever the benefits that may be judged probable on this 
basis, account must also be taken of the costs of the recom- 
mended policy. One cost which may not be obvious is the possi- 
bility of making matters worse. As the preceding analysis has 
shown, there is some reason to fear that by our aid we may turn 
weak and friendly countries into strong and hostile ones. “‘It is 
one of the cheerful illusions of our day,” Rupert Emerson has 
remarked, “that economic and social development will surely 
redound to the benefit of the West.’ 

What economists call “opportunity costs” may also be over- 
looked. By following one course of action we are to some extent 
precluded from following others. The net benefits of actions 
foregone must be counted as costs against the actions that are 
taken. 


THE DoctTrInE OF Direct INFLUENCE 


Another doctrine asserts that aid may serve the vital interests 
of the United States by directly influencing the recipient gov- 
ernments and peoples to act as the interests of the United 
States require or, more often, to refrain from acting in ways in- 
jurious to the United States. In contrast to the doctrine of in- 
direct influence, this doctrine does not expect aid to work by 
changing the character of the recipient society economically or 
otherwise, though it acknowledges that economic and other 
effects may be by-products. 

Several versions of this doctrine may usefully be distin- 
guished: 

1. Quid Pro Quo. The aid is part of a bargain between two 
governments in which there are clearly specified advantages to 
both sides. For example, we might agree to build a system of 


* Op. cit., p. 411. 
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highways in return for assurances that the Soviet Union would 
not be allowed to penetrate the country. 

Bribery is a special case. Here the bargain is with politicians 
in the underdeveloped country who act from personal interest 
rather than duty. 

2. Business Friendship. The aid is given to create or maintain 
with a government a relationship that is expected to have 
mutual advantages over time. The aid is, so to speak, a payment 
on an open account, it being tacitly understood that political 
advantages will be given in return. 

3. Maintenance of Friendly Governments. The aid is in- 
tended to strengthen and to keep in power a government which 
is friendly, or at least not unfriendly. This may be done by un- 
dertakings, including of course economic development, which 
will increase the prestige of the recipient government or in- 
crease the confidence of its public in it. 

4. Prestige. The aid is intended to exhibit dramatically the 
power of the giver and thereby to increase it. As Hobbes said, 
“Reputation of power is power, because it draweth with it the 
adherence of those that need protection.” 

5. Good Will. The aid is intended to make the recipient feel 
well disposed toward the giver and to put him under an im- 
plied obligation to return kindness for kindness. Governments 
are seldom thought to be moved by sentiments such as grati- 
tude, but it is sometimes thought that public opinion may be 
so moved and that this may have some effect on the policy of 
governments. 

6. Moral Force. The aid is expected to affect public opinion 
by exerting moral force. The giver expects that the nobility of 
his action will inspire the recipient to act upon equally high 
moral principles. 

In most discussions of the doctrine of direct influence, these 
differences of approach are not clearly recognized. The term 
“impact” is sometimes used to describe any approach that is ex- 
pected to make its effect by influencing opinion. It is evident, 
however, that different approaches require different means. 
For example, measures to promote “business friendship” would 
not generate “moral force.” Distinctions along these lines are 
therefore implied even when they are not made expressly. 
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Writers who make these distinctions at all usually disdain 
the approaches at the “quid pro quo” end of the scale and ap- 
prove those at the “moral force” end. David Lilienthal, for ex- 
ample, says that the policy of extending aid in order to buy the 
allegiance of the underdeveloped countries, or to keep the So- 
viets from buying it, has not worked, cannot be made to work 
and has got us into a “moral mess.” He asks: 


What can we say in defense of an American policy, however dis- 
guised with diplomatic rhetoric, which from time to time displays 
the representatives of a noble nation up to their elbows in the cyn- 
ical international bazaar, there to bargain and haggle and make 
deals by which we trade our money or credit or technical aid for 
“friendship.”’3! 


Lilienthal favors the moral force approach. He urges a pro- 
gram of aid from which we would seek nothing for ourselves 
and which would therefore give the world ‘‘a demonstration of 
the kind of people our system of political and economic free- 
dom is capable of producing.” 


We could [he says] provide an example by which the rapidly emerg- 
ing nations of the world could weigh and judge the virtue of mak- 
ing increasing freedom for the individual—with justice for his neigh- 
bor—the cornerstone of their own evolving societies. 


Hans J. Morgenthau, although he does not condemn the 
“quid pro quo” and “business friendship” approaches, also 
emphasizes ‘‘moral force”: 


This plausibility of the American purpose, established in the eyes 
of the world by deeds, must again become the foundation upon 
which, supported by the modern techniques of propaganda and 
foreign aid, the world-wide influence of America must rest.3? 


It is worth noting that Morgenthau couples propaganda with 
aid and that he puts propaganda first. The objective of “im- 
pact”’ aid is to create an opinion favorable to the United States, 


= David Lilienthal, “Needed: A New Credo for Foreign Aid,” New York Times 
Magazine, June 26, 1960. J. K. Galbraith says that our aid should be seen “as a 
manifestation of the quality of the society—as an index of its generosity and 
compassion and hence its right to respect.” The Liberal Hour (New York, 1960), 
p. 22. 

* Hans J. Morgenthau, The Purpose of American Politics (New York, 1960), 
p. 28. 
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not to change the conditions of life in the underdeveloped 
country except as doing so may be necessary in order to accom- 
plish this. Though deeds, as Morgenthau says, are a necessary 
condition of effective propaganda, they count only as the ac- 
companying propaganda makes them count; to the extent that 
this propaganda fails to turn them to account in changing 
opinion, they are wasted. It follows, then, that if “impact” can 
be increased by spending more on propaganda and less on 
deeds, we ought to make the change. 

It is not obvious why Americans so generally condemn the 
“quid pro quo” and “business friendship” versions of the direct 
influence doctrine. To bribe a foreign statesman to keep his 
country free may not be evil at all. But if it is, it is a kind of 
evil that respectable statesmen have always deemed it their 
duty to do when the security and welfare of their countries de- 
manded. Where bribery is not involved, the justification of 
“reason of state” is not necessary. If a government is willing to 
give political favors in exchange for material resources, it is 
hard to see why either it or a government which accepts its 
offer should be criticized. As Aristotle remarked, the expression 
“friendly governments” means governments that exchange 
favors, not ones that love each other. 

The other ways of exercising influence are in fact open to 
moral objections that cannot be made against bargains. In a 
bargain, each party decides for itself whether it is willing to do 
as the other wants and, if so, on what terms. That is to say, 
neither is manipulated by the other. The other modes of in- 
fluence, including of course “moral force,’ do involve manip- 
ulation; they are exercised unilaterally, and if a party responds 
to influence, it does so without necessarily being aware that it 
is being manipulated: without, that is, realizing that the favor 
or generous deed was done simply to elicit the response wanted 
by the influencer.* 

Instead of regretting the occasional necessity of putting aid 
on a business basis, we should wish that we could do it more 


* Some countries are said to find the moral claims implied by gifts particularly 
odious. For this reason, apparently, the Soviets offer credits rather than grants. 
Their propaganda in the underdeveloped countries stresses the mutual benefit of 
aid arrangements rather than the generosity of the Soviets. Berliner, op. cit., 
p. 147. 
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often. Unfortunately our opportunities will be few. The under- 
developed countries are in most cases pathologically sensitive 
about national “honor,” and the suggestion that we should get 
something for what we give is always bitterly resented. Only 
the most reactionary governments—those without ideology, 
which exist more or less as the private possession of a monarch 
or a ruling clique—will sell political favors. Doing business 
with these will make it all the harder to come to terms with the 
ideologically-based governments that will eventually replace 
them. Though the purchase of political favors may be indis- 
pensable as an expedient in some cases, it is not a widely avail- 
able possibility. 

For the United States to seek to increase its prestige by the 
use of aid makes little sense. The power of this country is not 
underrated. (The Soviets are in a different position; their power 
is new, and has to be seen to be believed.) Military prestige, 
moreover, is of little value so long as it is understood on all 
sides that Soviet power, world opinion, and our own scruples 
will prevent us from using force in any event. Our experience 
with Cuba is a case in point. The case for using aid to increase 
our reputation for non-military power is even poorer. No un- 
derdeveloped country doubts our ability to give or withhold 
enormous advantages. 

“Good will” and “moral force” can make their effect only by 
working upon public opinion rather than upon governments. 
The public opinion of an underdeveloped country does not in- 
clude the opinion of the peasants, who in most places are the 
vast majority. If our grain prevents the peasant from starving, 
he may be grateful, but his gratitude has no effect upon the 
policy of his country because politically he does not exist. Those 
who do make a difference are the people of the cities, especially 
the primate cities, and, above all, the small group which rules. 

To suppose that the masses in the cities will feel grateful to- 
wards us because we have improved the peasant’s lot or saved 
him from starvation is probably unrealistic. It is hardly less so, 
perhaps, to suppose that the ruling groups will be moved to 
gratitude or respect by our generosity.* They will assume that 


“Among some Buddhist sects, I am told by Professor Merle Fainsod, the one 
who receives a gift, not the one who gives it, confers the favor. 
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our actions are really selfishly motivated, and that our claims 
to the contrary are hypocrisy. Although they are largely West- 
ern educated, these elites do not entirely share our moral stand- 
ards. In some places, the very idea of public-spiritedness is 
incomprehensible; actions we think noble appear as merely 
foolish.** Where nationalism is strong and ruling groups value 
increases in material welfare mainly for what they contribute to 
the prestige of the new nation, our concern for the material 
welfare of the individual, far from inspiring respect, may in- 
crease the ardent nationalists’ contempt for us. 

These considerations suggest that if aid is to have political 
effect it must work upon the educated class. Undertakings 
which stir national pride or afford direct material benefits to 
that class are likely to succeed best. Building an ostentatious 
capital city or supporting schools, theatres, and supermarkets 
in primate cities may do more to create politically significant 
sentiment in favor of the United States than much more costly 
projects to prevent mass starvation in the hinterland. The 
charge so often made, that our aid does not reach the people 
who need it most, is beside the point if our object is to exercise 
influence through gratitude and respect. For example, an ob- 
server complains that our aid program in Guatemala has been 
politically shortsighted because it has dealt with basic problems: 


The decisions as to the kinds of technical assistance to be given 
stemmed from a laudable but politically shortsighted philosophy 
that only long range and “basic” problems should be tackled—hence 
the great emphasis on primary education, agricultural extension, 
and public health. . . . Under these programs, little or no atten- 
tion was paid to whether or not the segments of the population at 
which these efforts were aimed were politically influential.** 


But even if gratitude and respect do follow from our aid, 
public opinion may not favor any change of government policy 


* John P. Gillin, an anthropologist, says of Latin America: “. . . the notion 
of the ‘more fortunate’ elements of society actually getting down to a man-to- 
man basis with the ‘more unfortunate’ in order to help them is virtually un- 
known.” In Lyman Bryson (ed), Social Change in Latin America Today (New 
York, 1960), p. 36. In the Middle East, the ruling elites have not been tempted 
by our example to share their fabulous wealth with underlying populations. 
See also E. C. Banfield, op. cit. 

“Richard N. Adams, in Social Change in Latin America Today (ed. Lyman 
Bryson), op. cit., p. 235. 
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towards us. One may be grateful for a gift without ceasing to 
dislike the policies of the giver. As Morgenthau has written: 


. if the recipient continues to disapprove of the political philoso- 
phy, system, and objectives of the giver, despite the aid he has re- 
ceived, the political effects of the aid are lost. The same is true if 
he remains unconvinced that the aid received is but a natural, if 
not inevitable, manifestation of the political philosophy, system, 
and objectives of the giver. Economic and technical aid remains 
politically ineffectual as long as the recipient says either: “Aid is 
good, but the politics of the giver are bad;” or: “Aid is good, but 
the politics of the giver—good, bad, or indifferent—have nothing to 
do with it.”’57 


Even at its most effective, “impact” aid is not likely to change 
matters fundamentally. To make countries that are already 
friendly somewhat more so will avail us little. To bring friendly 
countries into a condition of “total dependency” (assuming this 
to be desirable) would require vast amounts of aid. To change 
basically the policy of uncommitted countries by this means is 
probably out of the question. There is a danger, too, as Presi- 
dent Kennedy pointed out to Congress, that “if we encourage 
recipient countries to dramatize a series of short-term crises as 
a basis for our aid . . . we will dissipate our funds, our good 
will and our leadership.” 

There is also some danger that we will create bad will by our 
efforts to create good will. The obligation to be grateful is often 
accompanied by resentment. The people of the underdeveloped 
countries are moved by strong feelings of both inferiority and 
superiority, and it would not be surprising if receiving sub- 
stantial amounts of aid made many of them dislike us thor- 
oughly.*® 

* Politics Among Nations, 3rd ed. (New York, 1960), p. 535. Berliner remarks that 
it is by no means clear that the Soviets will manage to translate good will into 
political advantage. India and Yugoslavia, two of the largest recipients of Soviet 
aid, have not been deterred from criticizing the Soviet Union, op. cit., p. 180. 


*See the conclusions of Berliner with regard to Soviet aid, ibid., p. 183. The 
text of President Kennedy's message appears in the New York Times, March 23, 
1961, p. 14. 

*In Mexico and Brazil, and perhaps in much smaller measure in other Latin 
American countries, according to Lyman Bryson, “The resentment of the debtor 
and the dependent have been replaced by the more vigorous and self-respecting 
hostility of the rival.” Social Change in Latin America Today, p. 9. The exten- 
sive aid given by American Jews to Israel is said to have engendered much ill 
will toward the givers. 
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THE ALTERNATIVE To AID 


Whatever conclusion one comes to about the benefits that 
may accrue to the United States from basing our aid policy on 
one doctrine or another, it is necessary to consider the alterna- 
tive of giving no aid at all. If failing to give aid is likely to 
bring catastrophe upon us, we would be wise to give it even 
though the chances of its succeeding are extremely small. 

It is often said that the alternative is the domination of the 
world by the Communists and the eventual destruction of our 
society. Those who take this view do not, however, explain with 
any particularity why or how these consequences would follow. 

The worst that could happen if we gave no aid is that all of 
the underdeveloped countries would become Communist, that 
Western influence would be entirely excluded from them for a 
long time, and that the resources of the underdeveloped world 
would be at the disposal of a single power bloc dedicated to the 
destruction of the United States. 

Bad as this would be, it would probably not be fatal, or, possi- 
bly, even very damaging. Trade with the underdeveloped coun- 
tries is of little importance to us. They are comparatively cheap 
sources of certain raw materials, but at some additional cost we 
could either produce these raw materials ourselves or find sub- 
stitutes for them from within our borders. The cost might be 
no greater than that of extending aid at the levels that would be 
necessary in order to achieve much by it (say $6 billion a year). 
If one takes into account the higher prices that we may have to 
pay for raw materials as the underdeveloped countries develop, 
then it becomes even more doubtful if “aid and trade” is a 
better prospect for the United States from a purely business 
standpoint than “no aid and no trade.’’*” 

Economists say that autarchy is a possibility for the United 
States. If all trade beyond our borders were to be permanently 
stopped, our gross national product would not necessarily be 

“Foreign aid is sometimes said to be partly for the purpose for promoting 
our own trade. This is discussed by the RAND economist, Charles Wolf, Jr., 
Foreign Aid: Theory and Practice in Southern Asia (Princeton, 1960), who con- 
cludes (p. 281) that anticipated gains from trade and increases in strategic ma- 
terials supplies “should not be aid objectives because, in effect, they can’t be.” 
According to E. S. Mason, op. cit., p. 16, “There is a little merit in this case but 


so little that it does not, in my opinion, justify a substantial program of foreign 
aid and technical assistance on these grounds alone.” 
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reduced much from its present level. We would have to get 
along without acceptable substitutes for a few things like tea, 
coffee, and bananas, but everything else required to sustain our 
economy at its present level for an indefinite time could be 
found within our borders. Our gross national product might 
even increase gradually, although not, to be sure, as fast as it 
would increase if there were international trade.*! 

We do not need to maintain our positions in the underde- 
veloped areas for military reasons either. In the age of long- 
range, nuclear-armed rockets, overseas bases are obsolete except 
for ‘‘local” wars. Our safety depends ultimately on rockets. For 
these, we no longer even require access to the seas: rocket-bear- 
ing submarines can be replaced by rocket-bearing railroad cars 
the locations of which the enemy cannot fix. Local wars are 
possible only if we endeavor to maintain our positions abroad. 
If we were to withdraw whenever a local war was the price of 
staying, we would no doubt be driven out everywhere as soon 
as the Soviets knew what to expect. But when at last we were 
within our own borders (which might possibly be defined to 
include Canada, Mexico and Western Europe), military pres- 
sure upon us would have to stop because it would be obvious 
that thenceforth we would defend ourselves and would do so 
with the only weapons adequate to the purpose, viz. long-range, 
nuclear-armed rockets. 

Thus, unless one assumes that it is imperative for us to check 
the advance of Communist imperialism all over the world, the 


“These statements are based on conversations with W. W. Leontief of Har- 
vard. He believes that a quick transition to autarchy would create economic 
disruptions comparable in severity to a minor depression. For reasons given, it 
seems likely that the transition could occur rather slowly. See W. W. Leontief, 
“Les Tendences futures éventuelles des relations économiques internationales 
des Estats-Unis,” Revue Economique, Paris, May, 1951. T. C. Schelling has 
pointed out to the writer that autarchy in a gross national product sense is 
different from autarchy in a defense sense. In other words, we might maintain 
a high national income under conditions of self-sufficiency but yet lack certain 
materials essential to the maintenance of a competitive military position. So far 
as the writer has been able to discover, there is reason to believe that autarchy 
in both senses is a practical possibility. Raymond Vernon, however, sees defense 
advantages in husbanding scarce raw materials and, possibly, in securing a de- 
sirable dispersal pattern. “Foreign Trade and National Defense,” Foreign Affairs, 
Vol. 34:1, 1955, pp. 77-88. In conversation, he has emphasized the advantage to 
us of the stimulation of competition from abroad, e.g., the effect on the Ameri 
can automobile industry of compact cars. But this, of course, arises mainly from 
trade with developed countries. 
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case for maintaining our military strength in the underdevel- 
oped areas is circular: it says that we need bases to maintain our 
access; we need this access, however, not in order to secure trade 
advantages (for the trade is inconsequential to us) and not in 
order to protect our homeland (overseas bases were needed for 
this until recently, but now we must rely ultimately on long- 
range rockets) but only to enable us, by extending aid and 
otherwise, to prevent the Soviets from entering these areas and 
making our bases untenable. In other words, it says that we 
must maintain access by military means in order that we may 
have the opportunity to maintain it by other means, especially 
aid. 

Complete nuclear disarmament is probably out of the ques- 
tion for reasons of technology if for no others. Moreover, we 
are not likely to agree to a significant amount of arms control 
so long as we have reason to fear attack upon our shores with 
conventional weapons; in other words, if we divest ourselves 
of nuclear weapons, it will be because the danger of war is re- 
mote. But even in the event of an attack on our shores with 
conventional weapons, our ability to defend ourselves would 
be excellent. 

The real danger to which we would be exposed by failure to 
render effective aid to the underdeveloped countries is, it is 
often said, not economic or military but ideological. As a Senate 
subcommittee put it, “if the trend of the world were toward 
totalitarianism, then it would be only a matter of time until 
the free way of life in the United States would be critically 
threatened.’"#? 

In close examination, this assertion is not as plausible as it at 
first appears. There is, of course, no empirical evidence to sup- 
port it, and the common sense arguments against it are at least 
as strong as those for it. Certainly the contagiousness of an idea 
depends to a large extent upon the susceptibility of those who 
are exposed to it: if, for example, cow worship were to spread 
around the world from India, we would be in little danger of 
becoming cow worshippers. Ideas do not infect those who find 
them preposterous or unintelligible. The ideologies that make 


“ U.S. Congress, Senate Special Committee to Study the Foreign Aid Program, 
&5th Cong. Ist sess. Report No. 300, p. 8. 
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sense to people suddenly emerging from preindustrial cultures 
are not likely to make sense to Americans. 

Confrontation by Nazism and Fascism, far from subverting 
us, made us more than ever aware of our own values and more 
than ever determined to realize them. Such progress as we have 
made in recent years towards racial justice is in some measure 
a response to the ideological challenges from abroad. To be 
sure, our response might have been very different, especially in 
the long run, if the Nazis and Fascists had won all of Europe. 
But this cannot be taken for granted. 

Isolationism has in recent years been the doctrine of anti- 
democratic and paranoid elements in our national life, and 
these would no doubt be nourished by our withdrawal from the 
underdeveloped areas. But it is not likely that American politi- 
cal life would be fundamentally affected by this. If reasonable 
and decent people were to conclude that withdrawal was pru- 
dent, the meaning of isolationism would thereby be changed, 
and people who are fundamentally at odds with what is reason- 
able and decent would have to get on the other side of the issue 
at once. 

Withdrawal from the underdeveloped areas—i.e., liquidation 
of our military bases and cessation of trade—would have less 
effect on American cultural and intellectual life than may be 
supposed. The cultural and intellectual stimulation that we 
get from these areas is small and it does not reach us through 
military and trade contacts. Military and economic withdrawal, 
moreover, would not necessarily reduce other contacts with the 
underdeveloped countries. On the contrary, it would probably 
make cultural and intellectual exchange freer and easier. 

Being forced out of the underdeveloped areas would not, 
then, be a national calamity, although it is the worst thing that 
might happen to us if we failed to extend aid. 

It is not at all likely, however, that we would be forced out 
altogether. Even a monolithic Communist world would want 
trade with us, and it would want it all the more if it entailed 
no political consequences. 

What is more, the Communists probably could not organize 
the underdeveloped world against us. Even now the Soviets 
and the Chinese have their differences, and neither gets along 
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with Yugoslavia. The Soviets do not entirely dominate even 
their satellites in Eastern Europe. As the extent of Communist 
territory increases, the divisions within it will probably also 
increase. 

But the likelihood that we would be confronted by a Com- 
munist world—even a divided one—is not great. The underde- 
veloped countries will not all embrace a single orthodoxy. Some 
will be socialist without being Marxist. All will be nationalistic. 
If the Soviets try to establish ideological hegemony over them, 
they will fail. Nationalism will check them as it has the West. 

The Soviets have neither the capital nor the technical, ad- 
ministrative, and political skills to succeed in the underdevel- 
oped countries in the long run. They are no more able to bring 
about development than we are—indeed, less so—and they will 
be held responsible for the failure of the underdeveloped coun- 
tries to achieve the goals that have been held out to them. The 
resentments that are in store for us will be theirs if they sup- 
plant us. 

There is, therefore, something to be said for bestowing the 
underdeveloped areas upon the Soviets. This would burden 
them greatly and, incidentally remove any danger of our suc- 
cesses in the underdeveloped areas (should we have any!) pro- 
voking the Soviets to a major aggression.** 

Withdrawal from the underdeveloped areas would not, of 
course, be a good thing in itself. But it would be advisable, 
however undesirable, if it were the least of the evils among 
which we had to choose—i.e., if the losses from withdrawing, 
even though great, were likely to be less than those from not 
withdrawing. 

And here the fact seems to be that if the losses from with- 
drawing have generally been overestimated, those from not 
withdrawing have generally been underestimated. The large 
amount of aid that would be required to retain our influence 
in the underdeveloped areas (supposing that to be possible at 


“ Wolf, op. cit., p. 380, remarks: “If communism has an increasing chance of 
coming to power peacefully, through free electoral choice, the gains to be realized 
from communist military adventurism decline. Conversely, the more successful 
are efforts to strengthen internal cohesion and reduce political vulnerability 
in Southern Asia, the higher may be the likelihood of limited local wars.” 

See also Ulam, op. cit., p. 289. 
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all) would be a small part of these losses. The main loss would 
be in life, for the Russians have made it clear that they will 
foment and support “wars of liberation” wherever they can. 
We must expect to be presented again and again with situa- 
tions, like that in Laos, where we must either withdraw or use 
American troops under unfavorable conditions, and where 
“winning,” in the sense of establishing stable and progressive 
regimes, is out of the question no matter what military suc- 
cesses we may have. There is, of course, real danger that local 
wars will lead to a general one, but even apart from this the 
Communist-imposed costs of maintaining our access in the un- 
derdeveloped areas are likely to be far greater than it would 
make sense for us to pay. 


ALTRUISM AS A BASIS FoR AID 


There are those who believe that a humanitarian desire to 
improve the welfare of the people of the underdeveloped areas 
amply justifies extensive aid and would justify it even if no 
security advantages could be expected from it—even if, indeed, 
there were likely to be disadvantages to our security from it.*® 

This doctrine presents two grave difficulties. One is that “‘do- 
ing good” may be impossible either because we do not know 


“ According to Khrushchev, “national liberation wars” are “not only admissi- 
ble but inevitable,” The Communists, he has said, will “fully support such just 
wars.” See his speech of January 19, 1961 reporting on the Moscow Conference 
of Communist and Workers Parties. 

“The extent to which our aid is in fact altruistically motivated is not in 
question here, but it is worth noting that authorities disagree. According to 
Galbraith, “One of the things now reasonably well established in international 
relations is the obligation of the richer countries to help the less fortunate 
lands.” The Liberal Hour. op. cit., p. 22. But according to Mason, “. . . under- 
taking good works abroad without regard to national benefit is not, and never 
has been an objective of public policy. The morality of governments does not 
stretch this far.” Op. cit., p. 14. Viner says that although our aid has been “in 
some degree of a genuinely humanitarian character,” (p. 178) “there is no histori- 
cal experience which supports the view that national benevolence on a global 
scale, without expectation or prospect of a counterflow of readily visible and 
material benefit, is a sturdy plant which can thrive for a protracted period of 
time.” In Hoselitz, ed., The Progress of Underdeveloped Areas (Chicago, 1952), 
p. 196. Wolf, op. cit., p. 282, says that an effective test of a particular objective’s 
influence is whether a different decision would be made in its absence and that 
by this test the humanitarian objective is in a “confirmatory and hence super- 
fluous role.” But he could have applied this criterion so as to get a different re- 
sult. If there were in the world no tensions that might conceivably lead to war, 
would aid be entirely eliminated? The amount that would be extended under 
such circumstances is the measure of our purely humanitarian objective. 
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what is “good” or because, if we do know, we cannot bring it 
about and may even, despite our best intentions, bring about 
“bad” instead. The other is that it may not be a proper func- 
tion for our government to do good for people who are not its 
citizens. 

1. It is hard to say what constitutes welfare, especially the 
welfare of people whose culture is radically different from our 
own. Our common humanity offers some guidance: good obvi- 
ously serves the welfare of the starving. But even the matter of 
food is not so simple. By preventing starvation, we may, if we 
cannot also reduce the rate of population growth, lower the 
average income and perhaps prevent the occurrence of funda- 
mental changes that would lead to sustained economic growth. 
As Viner says: 


The humanitarian approach [meaning the relief of current misery 
at the expense of gains that would come from increasing long-run 
productive capacity] in the absence of Communist ruthlessness and 
discipline, may lead to a race between technological progress and 
population growth, which is liable to be won by the latter and to 
culminate in universal misery, the recurrent threat of famine, and 
cultural and moral stagnation or even deterioration.*® 


We do not have to analyze the matter very far to see that 
“welfare” cannot be defined in purely physical terms, i.e., as 
amounts of food, clothing and shelter. The untouchables of 
India might be “better off” if resources were used to improve 
their social status rather than their incomes. Moreover, we 
cannot properly compare the income of one culture with that 
of another or, consequently, that of a society before ‘“‘moderni- 
zation” with that of the same society afterward." “Doing good” 
cannot, then, be equated with raising incomes, or with bringing 
about self-sustaining economic growth. The choices that we 
have to make when we extend aid must in the last analysis ex- 
press a conception of the good life and of the good society. But 
if we are liberals, we believe we have no way of deciding for 
another culture what its ends of life should be. Does altruism 
demand—or even allow—that we use aid to promote freedom 

“Op. cit. p. 191. 


“ See S. Herbert Frankel, The Economic Impact on Under-Developed Societies 
(Oxford, 1953), Ch. III. 
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and democracy? Does it demand—or even allow—that we dis- 
courage the violent nationalistic attachments which stir so many 
people so deeply and for which they are willing to forego ma- 
terial improvement and even life itself? 

But even if we knew in all cases what “doing good” would 
consist of, we might not be able to do it. Despite our best efforts 
economic development may not occur, or, if it does, it may not 
yield the social, political, and moral benefits anticipated. Some 
countries, after suffering the agonies of change, may arrive at a 
condition on the whole worse than the one they left. Aid can 
be justified on humanitarian grounds only as it actually makes 
people better off; if it makes them worse off, the good inten- 
tions that motivated it are beside the point. 

2. Doing good for those who are not its citizens may not be a 
proper function of our government. Foreign aid, like most 
government activities, involves taking property from some by 
threat of force in order to give it to others. From the seven- 
teenth century, Western political thought has maintained that 
this can be justified only as it serves the common good.*® 

For example, the constitution of Massachusetts which, like 
the American constitution, reflects the philosophy of Locke, 
declares: 


Government is instituted for the common good; for the protection, 
safety, prosperity, and happiness of the people; and not for the 
profit, honor, or private interest of any one man, family, or class of 
men. 


According to this theory and to the constitutions which re- 
flect it, neither state nor Federal governments may take any 
action that is entirely altruistic, i.e., all the benefits of which 


“In his Second Treatise on Civil Government (paragraph 131), Locke explains 
that since men enter into society only in order to preserve their liberty and prop- 
erty, the powers of civil government may rightfully “be directed to no other end 
but the peace, safety, and public good of the people.” 

Similarly, Rousseau, who carried the idea of popular rule much further, says 
(The Social Contract, Book IV) that the sovereign “cannot lay upon its subjects 
any burden not necessitated by the well-being of the community.” 

The Founding Fathers were under the influence of Locke. In The Federalist, 
No. 51, Hamilton (or Madison) justifies the federal system on the grounds that 
it is a means of preventing government from going beyond its proper sphere, 
viz. “justice and the general good.” Washington paraphrases Locke in his letter 
transmitting the draft constitution to Congress: individuals entering into society, 
must give up a share of liberty to preserve the rest.” (Italics added.) 
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are intended to accrue to foreigners. If governmental action to 
relieve starvation or to establish democracy abroad cannot be 
justified in terms of the welfare of our own people, they cannot 
be justified at all. 

When our government takes money from a taxpayer in New 
York and gives it to someone in Mississippi it does so on the 
ground that the nation is thereby benefited. The action is not 
altruistic. It is done not for the sake of the recipient but of the 
nation, which would suffer some loss if it were not done. In the 
jargon of economics, the transfer of income is made to prevent 
the occurrence of external effects which the members of the 
society want to avoid. A gift that is genuinely altruistic, i.e., 
which is given not to prevent such effects but simply to make 
the recipient happier or better off, cannot be justified under the 
theory. 

That it would be unconstitutional for the Federal govern- 
ment to give aid if no American defense or trade interests 
would thereby be served goes without saying. The Federal gov- 
ernment can exercise only the enumerated powers, and doing 
good abroad is not one of them. But even the states, which we 
are in the habit of thinking can do anything not given to the 
Federal government, cannot constitutionally give aid except 
to promote the welfare of their own people. 

It may be thought that if a large number of Americans—say 
a majority—want very much to have aid given through the in- 
strumentality of the government, the giving of it will ipso facto 
serve the common good; the common good, that is, may be de- 
fined as “whatever will serve the convenience of a large bloc 
of voters.”” But this is not consistent with the philosophy on 
which our government was founded. According to this philoso- 
phy, government is justified in coercing some of its citizens 
(e.g., by taxing them to support aid) not in order to serve the 
convenience of others (even though these others may be an 
overwhelming majority), but only to maintain the society and 
to make it a good society.*® 

“ Maintaining the society and making it a good one may perhaps require in- 
dulging the taste of some sector of the society for something (e.g., aid on purely 
humanitarian grounds) that does not contribute to the common good. This 


would be the case, for example, if not indulging the sector would alienate it 
from the society and thus endanger the maintenance of the society. It would be 
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These considerations may appear antiquarian, or academic 
in the worst sense of the word. As a practical matter, the state 
and Federal constitutions will doubtless be got around or, if 
necessary, changed. Locke’s philosophy, which most Americans 
have never heard of and many others do not accept, may be 
judged obsolete. Those who judge it so should be prepared, 
however, to offer other principles that will tell us when and 
how far the state may justly coerce the individual. No one be- 
lieves that it may strip him of his property or his life in order 
to serve any and every “special interest’—not even any and 
every large one. Where, then, is the line to be drawn? 

Although academic political theorists do not seem to be much 
concerned about these questions, a kind of common law politi- 
cal theory appears to be coming into existence with regard to 
them. This maintains, as does the traditional theory, that gov- 
ernment should restrict itself to serving the common good, but 
it defines the common good in terms that transcend the nation. 
A government, people seem to think, should serve the common 
good of the world as a whole. 

This idea is implicit in much present-day discussion. Al- 
though it is often expedient to conceal national altruism with 
words like “enlightened self-interest,” our government is fre- 
quently expected to serve world interests at the expense of 
American ones. Those who expect this assume that the nation 
state is obsolete, that we are in fact citizens of a world com- 
munity, that pending creation of a world government it is in- 
cumbent upon existing governments to act to some extent as 
if they were world governments (i.e., to seek to serve actively 
the welfare of people not their citizens), and that the United 
States government, since it is the most powerful democracy, has 
a special obligation to lead the way.®® Despite its attractions, 
the case also if a good society were considered to be one in which sector A tol- 
erates a government program much desired by sector B but not contributing to 
the common good on the understanding that at some later time sector B will 
tolerate one much desired by sector A but not contributing to the common good. 

© Millikan and Rostow say, p. 150, that “From the revolutionary beginnings 
of our history the United States has, on balance, acted in loyalty to the con- 
ception that its society has a meaning and a purpose which transcend the na- 
tion.” See the proposals by Adlai Stevenson for vast international humanitarian 
undertakings and his question, “How can we be content in such an age to keep 


our political thinking within the narrow bonds of class or race or nation?” In 
Harlan Cleveland, ed., The Promise of World Tensions (New York, 1961), pp. 

















79 
this position is full of difficulties. One is that it does not tell 
how far the United States should go in subordinating the in- 
terests of its people (or, conceivably, those of some other people) 
to the common good of the world. (Should we, for example, 
permit unrestricted immigration until our population-resource 
ratio is no better than the average?) Another is that the world 
does agree about what constitutes its common good and is en- 
tirely unwilling to let the United States decide for it. Still an- 
other is that world government, or anything approximating it, 
might weaken or destroy the most important remaining tie— 
patriotism—which binds the mass of men in civil discipline. 


AMERICAN FOREIGN AID DOCTRINES 


Aw “Because It Is RicHt”’ 


Still others maintain that the United States should give aid 
because the moral law requires doing so. According to this 
doctrine, the moral law places upon the rich the duty of sacri- 
ficing to help the poor. By performing this duty, the rich grow 
in moral worth, and they sin if they do not perform it. Moral 
self improvement is not, however, according to the doctrine, 
the motive of truly charitable action. Good actions arise out of 
a good will, not from a calculus of spiritual gains and losses, 
and therefore a rich nation should help poor ones not to im- 
prove the quality of its own national life but simply (as Presi- 
dent Kennedy said in his inaugural address) “because it is 
right.” 

This doctrine assumes what many Americans do not believe: 
that ethical imperatives get their force from nature or God's 
will and not from mere convention. But the doctrine also is 
open to grave objection by those who do believe in natural law. 
For the obligation to act morally is always believed to be placed 
upon persons, not upon entities like governments or corpora- 
tions—entities which, as someone has said, have neither souls 
to be saved nor backsides to be kicked. 

Aid given by a government is morally significant only insofar 





135-136. President Kennedy justified a proposal to use $10,000,000 to preserve 
Nubian temples on the upper Nile on the grounds that our government has some 
responsibility for maintaining the civilization in which we share. “By thus 
contributing to the preservation of past civilizations,” he said, “we will 
strengthen and enrich our own.” See Arthur S. Miller, “Toward a Concept of Na- 
tional Responsibility,” The Yale Review, L1:2 (December 1961), pp. 185-196. 
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as it expresses the intention of “persons” as distinguished from 
“roles.” Conceivably the rulers of a nation, acting not as “‘per- 
sons” (i.e., out of their own good wills) but as “officials” (i.e., 
as role incumbents serving the state), might give extensive aid 
without their citizens knowing or caring what was being done 
in their names, or perhaps even over the lively opposition of 
most of the citizens. If people are coerced into “giving” or if 
their money is given without their knowledge, the gift is mor- 
ally meaningless. One who taxes Peter to give to Paul cannot 
gain moral credit either for himself or for Peter. In so far as 
aid is to be justified by the obligation to be charitable, it must 
be voluntary. To some extent it is voluntary even when pro- 
vided by legislative appropriation: some taxpayers want to act 
charitably through the instrumentality of the government. 
Others, however, do not. To the extent that a government ap- 
propriation takes more from some (and less from others) than 
they would freely choose to give, it does not apply the principle 
of charity. 

It is pertinent to observe that design of an aid program that 
will effectively attain the objective of charity is a relatively sim- 
ple matter. It is easier to intend good than actually to do it. 
From the moral standpoint (and, incidentally, from that of 
national self improvement also), it makes no difference if the 
actual effect of aid is to make the recipients worse off. Provided 
our intentions are good—i.e., that we willingly make substantial 
sacrifices for the sake of helping others—we will meet the re- 
quirements of the moral law no matter what the practical out- 
come. Had the Wayfarer died from being moved, the Samaritan 
would have been no less good, provided, of course, that he was 
sufficiently ignorant of the probable consequences of his action. 
According to St. Thomas, Eventus sequens non facit actum 
malum qui erat bonus, nec bonum qut erat malus. 


Arp FoR NATIONAL SELF IMPROVEMENT 


It is sometimes argued that we ought to do good to others for 
the sake of improving ourselves. For example, Millikan and 
Rostow say that, after national security, the justification for aid 
is that “American society is at its best when wrestling with the 
positive problems of building a better world.” We need, they 
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say, ‘the challenge of world development to keep us from the 
stagnation of smug prosperity.’ 

To the extent that our motive is of this kind, the philosophi- 
cal problems just discussed do not arise. This is seeming al- 
truism, not the real thing, because here the reason for giving 
is to secure advantages to the giver. 

The anticipated improvements in the quality of our national 
life are of two main kinds. An extensive aid program, some 
think, would activate and strengthen the bonds attaching the 
individual to the collectivity. By being drawn into a great na- 
tional effort the individual would be made more aware of the 
values that are central to the life of the society and would be 
distracted somewhat from the frivolous and demoralizing influ- 
ences that the private sector of the economy—especially the 
mass media—ceaselessly plays upon him. Foreign aid, like pub- 
lic expenditures in general, would thus be a moral equivalent 
of war: it would moralize and socialize the individual by assert- 
ing social values over private whims and tastes. This doctrine 
implies an aid program of a kind that would give Americans a 
strong sense of involvement in collective action.® 

Some will say that although the government has the obliga- 
tion to “lead,” it has no right to manipulate the national mood 
or to remake the national culture; that in a democracy govern- 
ment ought to be the product of public opinion, not the creator 
of it. There is much to be said for this view, and yet it 
seems clear the government must concern itself with national 
mood to the extent that “leadership” requires; moreover, if the 
purpose of the state is to promote the common good—i.e., to 
create conditions leading to the formation of a good society— 
then it must also in certain circumstances concern itself with 
the quality of the culture. The real questions, therefore, seem 
to be two: whether there is in fact the cause for concern about 
the state of the national mind that the critics of mass culture 
and of private enterprise assert, and whether, if there is, an aid 

"= Op. cit., pp. 7 and 8. 

“The Peace Corps, Richard Rovere reports from Washington, “is at least as 
much an effort to Cimoive apathy and boredom in this country as it is a scheme 
for improving the conditions of life in the underdeveloped nations. It is an 


attempt to revive and find a fitting use for American idealism. .. .” The New 
Yorker, March 25, 1961, p. 131. 
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program is a suitable means of securing the closer attachment to 
collective values that is necessary. Both of these questions are, 
of course, open to much dispute. 

The other main way in which, according to some, an exten- 
sive aid program would improve the quality of our national 
life is by stimulating and inspiring the elites within our society. 
Aid, it is said, would release energies among us just as it would 
release them in the underdeveloped countries. According to 
Myrdal: 


Not merely to save the world, but primarily to save our own souls, 
there should again be dreamers, planners, and fighters, in the midst 
of our nations, who would take upon themselves the important so- 
cial function in democracy of raising our sights—so far ahead that 
their proponents again form a definite minority in their nations 
and avoid the unbearable discomfort for reformers of a climate of 
substantial agreement. This is only possible if they enlarge the 
scope of their interests to encompass the world scene. They must 
again become internationalists, as they were when the reform move- 
ments started in the wake of the Enlightenment and the French rev- 
olution. 


As this suggests, giving reformers vast resources to work with 
would tend to increase both their influence and that of the very 
idea of reform; the effect of extensive aid on reformers and on 
reform might be something like that of the development of 
nuclear power on scientists and on science. Looking at the mat- 
ter from a slightly different perspective, aid may also be valued 
as one of the activities which will serve to occupy the growing 
leisure of an affluent middle class in a society having a strong 
bent towards “‘service’’ and organizational behavior. 


THE CHARACTER OF THE DISCUSSION 


After considering carefully the questions raised here, one 
might well conclude that extensive aid is desirable. The con- 
siderations on which judgment must turn are in many cases 
ones about which there is not, and in certain cases cannot be, 
conclusive evidence one way or the other; decisions must neces- 
sarily be based mainly upon highly subjective judgments about 
probabilities and values. Reasonable men—even reasonable men 


“Gunnar Myrdal, An International Economy (New York, 1956), p. $22. 
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who have the same information and the same general values— 
may well reach opposite conclusions on almost every point. 
What is more, even one who takes the generally pessimistic 
view of this article might very strongly favor giving aid of cer- 
tain kinds to certain countries, and the amount of this aid 
might well be much greater than all that is now being given. 

That many people favor giving extensive aid does not, then, 
require explanation. But that almost no “serious” writers op- 
pose giving it or even have serious doubts about it; that after 
more than ten years the theory of aid has not been worked out 
and the arguments for it have not been subjected to hard 
scrutiny, and that (to the extent such a test is possible) the 
factual premises of aid doctrines have not been tested—all this 
does require explanation. 

The American theory and practice of foreign aid, as Hans J. 
Morgenthau has said, “has derived by and large from certain 
unexamined assumptions that are part of the American folk- 
lore of politics.”** The most influential writings are hardly 
more than collections of clichés strung together with rhetorical 
flourishes. They are full of sweeping statements that turn out 
on examination to be either meaningless or without any sup- 
porting evidence. Nevertheless, their tone is always confident 
and often hortatory or polemical. The authors do not acknowl- 
edge that they have nothing but common sense to go on, if in- 
deed they have that, or that reasonable men may hold opinions 
very different from theirs. Instead of laboring to make complex 
what appears to be simple, a task scholars should find congenial, 
even the “serious” writers on aid try to make matters seem 
simpler than they are.®® 

Most of the “serious” writing does not clarify the ends of 
policy. We may be told that the end is to promote freedom 
and democracy, but the concrete meaning of these ends and the 

“The New Atlantic Community, Text of the Introductory Report to the 
Fifth Congress of “J! Mulino” on the Foreign Policy of the United States and 
the Responsibilities of Europe, Societa Editrice Il] Mulino, Bologna, 1961, p. 16. 

“It is “serious” public discussion that is here being criticized. Discussions 
within officialdom have apparently been immensely more sophisticated. One 
which has appeared in print is 86th Cong., Ist Sess., House Doc. No. 215, Part 2, 
“Conclusions Concerning the Mutual Security Program” (1959). This consists of 


papers written for the Draper Committee. See especially those by Paul H. Nitze 
and John H. Ohly. 
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relation between them and others like “national interest” or 
“national survival” (whatever these may mean) is left unex- 
plained. Economists often ignore the political objectives of aid 
and treat economic improvement as if it were always the only 
value to be considered.®* It is especially hard, apparently, for 
writers on aid to believe that technological improvements may 
on balance be undesirable from the American standpoint or 
from some wider one." Writers on aid rarely give any consid- 
eration to alternative ways of achieving their ends (e.g., “one 
way free trade” is not considered by those who favor loans and 
grants). Sometimes they have no means to suggest for attaining 
ends that they say are crucial (e.g., Millikan and Rostow do not 
tell how to bring about the social, political and psychological 
changes they say are indispensable). They seldom recognize that 
the ends appropriate in one country or culture may not be in 
another, and that, even in those instances where the same ends 
are appropriate in different countries, the means required to 
achieve them may be entirely different. Nor do they usually 
acknowledge that in choosing one set of ends and means we 
forego the possibly greater advantages associated with others 
that are incompatible, and that therefore we should decide in 
such a way as to “balance our margins,” i.e., secure the greatest 
total return in terms of the several values (e.g., economic de- 
velopment vs. ‘‘impact”) among which our stock of resources is 
to be rationed. 

The writing on aid not only lacks the systematic relating of 
means and ends that is the defining characteristic of rational 
planning, but much of it conceals the hard problems of choice 
behind a fog of moralizing. By ‘‘moralizing” is meant advocacy, 
as a basis for action, of moral principles that do not take ac- 


*For example, Benjamin Higgins in a well known textbook: “What is im- 
portant, however, is that neither private investment nor foreign aid be used— 
or even appear to be used—for any purpose other than raising total output in 
the country where the investment is made.” Economic Development (New York, 
1959), p. 628. 

* The M.LT. group thinks “A major breakthrough for development would 
be the creation and production by the millions of a cheap long-lived battery 
radio or television set designed to bring mass communication into villages, by- 
passing the prerequisites of literacy and electricity” and that “American effort 
can help.” The Emerging Nations, op. cit., p. 109. That “bypassing literacy” 
may make it impossible to govern the world decently is not considered. See the 
discussion of these matters supra, p. 58. 








ao 


— aa 


7 


= = = ws emo lUcelCUC lle Ce 











AMERICAN FOREIGN AID DOCTRINES 85 


count of elements of the situation which render them either in- 
applicable or inappropriate. The moralizer averts his gaze from 
those features of the real situation that constitute the crux of 
the problem and then, unhampered, tells us how to act in a 
world different from the one in which we must act. For ex- 
ample, a moralizer warns severely against extending aid to cor- 
rupt tyrannies or reactionary ruling oligarchies. This would be 
good advice if the choice were really between a corrupt tyranny 
and an honest democracy. Alas, this is seldom the choice, and 
when it is, the advice is usually not needed. The real problem 
exists when we must choose between a corrupt tyranny and a 
Communist one—and here the advice of the moralizer is at best 
confusing and at worst wrong. He refuses, however, to acknowl- 
edge the real problem. If it is pointed out to him that support- 
ing a corrupt tyranny may in some circumstances be necessary, 
he replies blandly that “the proper and the practical courses 
coincide.’’5* 

Similarly he refuses to acknowledge that there may be some 
incompatibility between the security interests of the United 
States and the development needs of an underdeveloped coun- 
try. “As long as our policies are designed to help these societies 
develop in directions which meet the real interests of their own 
people,” he tells us, “our political and our moral interests 
coincide.”’® 

Sometimes moralizing is half hidden behind an affectation of 
political realism. For example, the recommendation that we 
sacrifice our urgent political interests to secure long range eco- 
nomic development may be justified on the grounds that doing 
so will serve our real political interests. A crucial problem of 

J. K. Galbraith, The Liberal Hour, op. cit., p. 23. 

* Millikan and Blackmer, eds., op. cit., p. 145. 

“Eugene R. Black, president of the World Bank, has written: “The issue is 
this: Are the political interests of the West better served by administering eco- 
nomic aid in an effort to outbid the Russians for public favor in the underde- 
veloped world? Or are they better served by administering aid with the single- 
minded purpose of providing something which the underdeveloped countries 
require for more rapid growth? If the West is to use aid primarily to court the 
favor of the entesdoveaped countries and to woo them away from the Com- 
munists, it should be recognized that aid can all too easily play into the Com- 
munists’ hands. It can all too easily result in channeling resources into uneco- 
nomic projects and programs, thereby subverting the economics of the under- 


developed countries rather than strengthening them. Surely, the choice should 
be to contribute something that is really required for economic growth. This 
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choice is conjured out of existence by saying that the obvious 
conflict of interest is really only a seeming one; that in the long 
run there is no conflict at all; that here, too, “the proper and 
the practical courses coincide.” 

This mentality, evident in most of the writing on aid, ignores 
the very facts that constitute the problem: that vast areas of the 
world show little prospect of achieving self-sustaining economic 
growth or of governing themselves reasonably well within the 
foreseeable future: that development, when it does take place, 
is as likely to be inspired by blood and hate as by peace and 
rational management; that the development of the underde- 
veloped countries may not on balance be in the interest of the 
United States or, indeed, of civilization; and that the measures 
most effective in relieving misery and promoting economic 
growth are in general least effective in serving the urgent neces- 
sities cf the West. Instead of facing up to these tragic facts and 
endeavoring to frame a course of action that is workable and 
represents the least among evils for us and for mankind, writers 
on aid generally proffer a few sententious principles of every- 
day morality and issue stern warnings against using aid for 
political purposes.*! 

When policy based upon such misconceptions fails, the 
moralizer knows whom to blame. Not, surely, anyone in the un- 


may mean that in the propaganda battle the West will often have to settle for 
letting virtue be its own reward; however, such a settlement is, I suggest, quite 
in keeping with the real security interests of the West. The Diplomacy of Eco- 
nomic Development (Cambridge, 1960), p. 46. 

Secretary of State Dean Rusk has also taken this position. Too often in the 
past, he said, aid has been given to counter Communist aid or to save an econ- 
omy from imminent collapse. The fostering of long-term development “must 
be the paramount goal in the granting of aid in the Sixties.” Speech on May 3, 
1961. 

“Lucian W. Pye concludes from a brilliant comparison of American and So- 
viet aid doctrines that many of the defects of ours arise from its basically 
apolitical character: “Out of the logic of politics they [the Soviets] have been 
able to realize a coherence between ends and means, between goals and tech- 
niques. We, on the other hand, in denying the sovereignty of politics, find our- 
selves without an explicit method for dealing rigorously with the relationships 
between goals and techniques. We have built up our doctrines as though little 
attention need be given to the links between our practices and the end values 
we seek, or between economic aid and our other instruments of policy. 

“Our difficulty seems to arise, in part, from an uneasiness about the propriety 
of discussing openly the relationship between our values and the available means 
for influencing events. We are disturbed by our traditional uncertainties about 
the concept of manipulation in human affairs. A further complication is our 
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derdeveloped countries—not even if the obvious cause of the 
trouble is there. Still less those like himself upon whose naive 
and sentimental notions the policy was based. The fault, he 
says, is with the United States; it was not generous enough, or 
not tactful enough, or not firm enough, or it did not organize 
and plan effectively.** That the failure may have been unavoid- 
able, the natures of givers and receivers being what they are, is 
a possibility that escapes him altogether. “Giving and receiving 
can be attended by increased self-respect and friendship,” he 
says categorically, and from this concludes that we should 
“manage to make the receiver feel he is a partner whose grow- 
ing strength is important to [our] own welfare.” 


feeling that in speaking across the gap in technology between our society and the 
underdeveloped countries, it is improper and indelicate to discuss values and 
objectives. Instead, we behave as though the situation calls for innocent discus- 
sion about impersonal and technical matters. 

“By putting off to the side the crucial problem of how to relate our objectives 
and our practices to each other, we have allowed the center of the stage to be 
taken over by supposedly technical economic considerations. As a consequence 
we have made techniques into the molders of doctrine rather than treating them 
as the servants of doctrine. We have built our ideology by pushing beyond the 
realm of its relevance the analytical reasoning of economics. In so moving from 
technique to doctrine we have been easily captivated by a false sense of realism.” 

“Soviet and American Styles in Foreign Aid,” Orbis, Vol. I1V:2, 1960, pp. 171-172. 

“Some American writers on aid think this country at fault for not attaching 
stringent conditions to aid, as if attaching conditions were a sure way to solve 
the problems which necessitate the aid. For example, the Secretary of State re- 
cently (May 31, 1961) told the Senate Foreign Relations Committee that “self- 
help” should be an “insistent” condition of aid; Millikan and Rostow (op. cit. 
p- 129) would apply “tough criteria of productivity” (as well as require that na- 
tional development goals be democratically established!), and Galbraith (For- 
eign Affairs, April 1961) insists that recipients plan and carry out sweeping social 
and political reforms. These recommendations ignore the obvious fact that it is 
the inability, or unwillingness, of these countries to do these things that consti- 
tutes the very problem. If the conditions were taken seriously, the countries most 
in need of aid would not be able to qualify for it. 

“ Along with declarations of good intentions (declarations made, however, by 
the giver rather than the receivers), American writers on aid place great con- 
fidence in organizational arrangements and planning. For example, Galbraith, 
after finding at least four “crucial” prerequisites of development missing in most 
of the poor countries (see footnote 10 above), is led not to question the possibility 
of a successful aid program (the voters, he says, did not intend inaction when 
they put the new administration into office) but instead to propose that the un- 
derdeveloped countries be required to make Positive Development Plans. “By 
establishing targets and agreeing upon the steps to achieve them,” he says, “all 
the barriers to development will be brought into view.” Jbid., p. 454. It does not 
occur to him, apparently, that factors more fundamental than organization may 
have kept the barriers from coming into view or that, even if the barriers are 
now brought into view, it may be impossible to eliminate them. 

“W. Averell Harriman, “Leadership in World Affairs,” Foreign Affairs, Vol. 
$2:4, 1954, p. 535. 
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Why Ar Doctrine Is ConFuUsED 


The unsatisfactory state of the theory of aid is to be ex- 
plained in part by the variety of the situations in which aid has 
been expected to play a part. When the war ended, aid meant 
relief to the occupied countries, and its justification was 
obvious. When hastening the restoration of the European 
economy appeared desirable, the meaning of aid changed ac- 
cordingly. The success of the Marshall Plan encouraged efforts 
to assist the underdeveloped countries, and so there was a 
further drastic change in the meaning of aid. Before a new 
rationale for it had been found—indeed, before the necessity of 
finding one was fully realized—the Korean War broke out and 
the meaning of aid changed again, this time to “defense sup- 
port.” The long-range missile soon rendered this conception 
obsolete, making it necessary to justify aid on other grounds. 
Since ideas, as well as the institutions that embody them, often 
long outlast the circumstances that give rise to them, it is not 
surprising that present day aid doctrine consists largely of left- 
overs and hand-me-downs. 

This, however, does not entirely account for the deficiencies 
of aid doctrine. In particular, it does not account for its opti- 
mistic, moralizing, self-deprecating, and apolitical (even anti- 
political) character, or for the absence from it of rigorous criti- 
cism and dissent. To account for these deficiencies, it is necessary 
to look at certain features of our political system. 

Most matters are decided politically by competition of inter- 
ests.° The system gives those who have something at stake in a 
particular matter a great deal of incentive to exert influence. 
This leads them to work up the strongest possible case for their 
interest and to assert it vigorously; it leads them also to search 
for weaknesses in the arguments of their opponents and to call 
these to public attention. Competition of interests tends, there- 
fore, to bring a wide range of policy alternatives into considera- 
tion and to expose each alternative to searching criticism. 
When, by contrast, principles, as distinguished from interests, 
are at stake, the incentive to exercise influence is usually much 


® By an “interest” is meant an end which an actor seeks to attain for his own 
benefit rather than for the benefit of the whole society. A “principle,” by contrast, 
is a statement about what is believed to be good for the whole society. 
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less and the amount of information and criticism generated in 
the course of discussion is correspondingly less. When the prin- 
ciples are ones about which there is general agreement, the 
amount of information and criticism is likely to be at a mini- 
mum.** This has been the case in the discussion of aid. Some 
interests have indeed been active, but these (mainly farmers 
and manufacturers wanting subsidized markets) have almost all 
been in favor of aid and therefore have had no incentive to 
analyze it critically. For the most part, decisions about aid have 
been based on principles—principles about which there was 
general agreement—and not on the outcome of competition 
among interests. For this reason, aid has not been discussed as 
informationally as have other matters—the farm problem, for 
example—about which a variety of powerful interests have con- 
tended. 

Because it concerns principles much more than interests, aid 
as an issue is peculiarly serviceable to the President. One of the 
most conspicuous features of our political system is the neces- 
sity for him to gather in one way or another enough informal 
influence to mitigate the extreme decentralization of formal 
authority inherited from the Founding Fathers. In former 
times, state and local political machines and the patronage and 
logrolling prerogatives of the Presidency went far toward giv- 
ing him the influence he required. These are still important, 
but less so, and the amount of power the President needs to 
govern the country has meanwhile greatly increased. It is be- 
coming ever more necessary, therefore, for him to get the addi- 
tional power he requires by appealing directly to the public 
through press and television. Sir Henry Sumner Maine ob- 
served three-quarters of a century ago that to Party and Cor- 
ruption, the influences which had hitherto shown themselves 
capable of bringing the masses of men under civil discipline, 
democracy was adding a third: “generalization, the trick of 
rapidly framing, and confidently uttering, general propositions 
on political subjects.”** As the power of our central government 

“This argument is elaborated in E. C. Banfield, Political Influence (Glencoe, 
1961), Ch. 12. See also Willmoore Kendall, “The Two Majorities,” Midwest 
Journal of Political Science, Vol. IV:4, 1960, pp. 317-345. 


“ Sir Henry Sumner Maine, Popular Government (New York, 1886), pp. 106- 
107. 
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comes to depend more and more upon appeals from the Pres- 
ident to the public, “generalizations” must be manufactured at 
an ever faster rate and on an ever larger scale. Great formulas 
for solving the nation’s and the world’s problems are indispen- 
sable means of generating the popular support required to gov- 
ern the country. The Cold War is, naturally, the principal sub- 
ject matter about which “generalizations” can be developed. 
The question of the proper role of our country in world de- 
velopment is another such subject matter, however, and, if the 
Cold War were to end, it would be one of the few good ones 
left.®* 

It is not hard to understand why generalizations about for- 
eign aid have popular appeal. We are a nation of activists; we 
see the relative power of our nation declining and great masses 
of the world’s people suffering chronic poverty while we enjoy 
unparalleled prosperity. Our impulse is to do something at 
once. Under the circumstances, about the only thing we can do 
is give money. There may be little reason to hope that this will 
improve the situation, but at least it satisfies our urge for action 
and it helps to relieve our feelings of guilt at being rich when 
others are poor. And it is also cheap, since we do not give up 
anything really valuable—only money. 

There is also at work, however, a much more fundamental 
and pervasive trait of our national mind. We have always be- 
lieved that we are the fortunate possessors of political truth, and 
that other nations will, in time, have to imitate us or be con- 
verted by us in order to be saved. We have, as Kenneth W. 


*“The United States is now within sight of solutions to the range of issues 
which have dominated its political life since 1865. Our central problem has been 
to reconcile the fact of industrialization with the abiding principles of de- 
mocracy. The farm problem, the status of big business in a democratic society, the 
status and responsibilities of organized labor, the avoidance of extreme cyclical 
unemployment, social equity for the Negro, the provision of equal education op- 
portunity, the equitable distribution of income—none of all these great issues is 
fully resolved; but a national consensus on them exists within which we are 
clearly moving forward as a nation. The achievement of this consensus absorbed 
much of the nation’s creativeness and idealism over the past ninety years. If we 
continue to devote our attention in the same proportion to domestic issues as 
in the past, we run the danger of becoming a bore to ourselves and the world. 
We shall be quarreling over increasingly smaller margins, increasingly narrower 
issues. While enjoying the material fruits of a rich and complacent society, we 
shall become progressively isolated from the vital issues of the world.” Millikan 
and Rostow, op. cit., p. 194. 
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Thompson has said, always abhorred force, distrusted diplo- 
macy, and put our faith in comprehensive formulas for solving 
the world’s problems while exhibiting a “deeply ingrained tend- 
ency to speak in large and absolute terms” and to take to all 
questions a good-and-bad, right-and-wrong approach. Our 
faith that democracy can regenerate the world without coercion 
has led us to try one legal or institutional gadget after another. 
As Thompson, describing the American view of the world after 
1914, has written: 


.. . War was widely attributed to the wickedness of governments 
and, more specifically, to the nefarious role of secret treaties. A phi- 
losophy of international relations was born and flourished which 
because of its simplicity and directness engendered widespread pop- 
ular appeal—an appeal that continues to the present day. It was a 
philosophy which in a spirit of buoyant optimism looked to de- 
mocracy and national self-determination as twin sources of interna- 
tional peace and order. The creation of popular regimes on the 
Anglo-American model throughout the world was heralded as the 
sure corrective to those harsh conflicts that for centuries had wracked 
international life. Once the numerous subject peoples had achieved 
political societies reflecting the popular will, their ancient rivalries 
with “oppressor” states and the struggles between conflicting do- 
minions warring over territorial claims would come to an end. The 
unquenchable faith of contemporary Western homo sapiens in 
man’s potentialities for progress spiraling ever upward found ex- 
pression in assurances that a brave new world merely awaited the 
fulfillment of these goals. 


However, faith in the future has had its roots not only in democracy 
and national self-determination; it also resides in the confidence 
that novel international institutions have rendered diplomacy ob- 
solete. Implicit here is a belief that the certainty of progress is wait- 
ing at the other end of a charter, a constitution, or a court judg- 
ment. The United Nations emerges in the minds of some of its 
American champions as an organization that may confidently be 
expected to do away with alliances, balance of power, secret diplo- 
macy, and state rivalries.”° 


History, Thompson says, has dealt harshly with these views 
and our faith in them has been rudely shaken. He forgets, ap- 


“Kenneth W. Thompson, Christian Ethics and the Dilemmas of Foreign 
Policy (Durham, N. C., 1959), pp. 58-59. 
* Ibid., p. 79. 
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parently, about foreign aid. The same old zeal to make the 
world safe for democracy is expressed anew in this. Aid is for 
the 1960’s what arbitration and the world court were for the 
1920’s, and what the United Nations was for the decade just 
passed. 


THE DANGEROUS GOODNESS OF DEMOCRACY 


The reason for our inveterate devotion to these millennial 
ideas is to be found in the nature of our kind of democracy. 
Ours is the only country in which the public at large partici- 
pates actively in the daily conduct of government; it is the only 
one in which the opinions of amateurs on foreign affairs are 
listened to by statesmen and taken seriously by them; conse- 
quently it is the only one in which the moral standards of the 
general public are decisive in the making of policy. 

The moral standards of a people are necessarily very different 
from those of its statesmen. A statesman learns early that it is 
his duty to do, not what is right by the rules of personal moral- 
ity, but what is necessary to maintain the state and to protect 
the lives and the welfare of its people. As Churchill has written, 
“The Sermon on the Mount is the last word in Christian ethics. 
Everyone respects the Quakers. Still, it is not on these terms 
that Ministers assume their responsibilities of guiding states.””™ 

It is on these terms, however, or at any rate on somewhat 
similar ones, that the people guide states. The morality of every- 
day personal relations is applied by the citizen to affairs of 
state; this morality may not be quite that of the Sermon on the 
Mount or the Quakers, but it is not necessarily a more suitable 
guide. 

Nations, the orthodoxy of political realism tells us, do what 
their vital interests require, however immoral these things may 
be. Perhaps this is true of nations governed by statesmen who 
are free to act as their judgment dictates. It is not, however, 
true of nations governed, as ours is, by public opinion. A na- 
tion governed by public opinion may act contrary to its funda- 
mental moral standards when swept by passion or when self- 
deceived. But it does not act immorally from deliberation and 


" Winston S. Churchill, The Gathering Storm (Boston, 1948), p. 70. 
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calculation. What is more, it is strongly impelled to express in 
action the positive principles of its morality. 

It is useful to distinguish between “goodness” and “virtue.” 
Goodness expresses itself in popular morality; it is the basis of 
the rules of right conduct which govern most men in the ordi- 
nary relations of life. It includes kindness, liberality, and com- 
passion as well as the desire to see justice done and the evil-doer 
punished in proportion to his crimes. Virtue, on the other 
hand, expresses itself in the morality of rulers and statesmen; 
it is the basis of the rules they employ in protecting good citi- 
zens against bad citizens as well as against foreign enemies. It 
has little to do with goodness and may sometimes be the exact 
opposite of it.7? 

The optimistic, moralizing and apolitical character of Ameri- 
can aid doctrine, as well as its generosity, reflects the goodness 
of public opinion. Goodness inclines men to have faith in each 
other or at least to give each other the benefit of the doubt; 
public opinion therefore takes a compassionate and hopeful 
view of the prospects for growth and development however dis- 
couraging may be the underlying realities of the situation. It is 
by moralizing that one appeals to goodness; the discussion of 
the truly hard problems of choice, viz. those in which the prin- 
ciples of goodness do not suffice as criteria, presupposes virtue 
rather than goodness. Action that is apolitical in the sense that 
it sees in the situation not the necessity of a struggle for power 
but rather the opportunity to cooperate in the realization of 
shared ends is consistent with goodness but not necessarily with 
virtue. 

To know when and on what terms to subordinate goodness 
to virtue requires high intellectual and moral powers as well as 
much experience in making—and in taking responsibility for— 
decisions in important public matters. The citizen cannot have 
these qualifications. The citizen, moreover, knows that his views 
will count only along with those of millions of other citizens, 
and so he does not trouble to go deeply enough into any public 
question to see its full moral complexity. Hence his confidence 
that the proper and the practical courses will coincide and that 


“This paraphrases and somewhat alters the meaning of certain passages in 
Leo Strauss, Thoughts on Machiavelli (Glencoe, 1958), pp. 264-265. 
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what is proper in great affairs of state is to be decided by the 
standards that apply in the ordinary relations of everyday life. 
A public, moreover, cannot deliberately transgress the prin- 
ciples of its morality. Societies are held together by attachment 
to common values, especially to values that are held to be sa- 
cred. To call such values publicly into question, to consider 
openly the expediency of transgressing some of them, and then 
actually to do so (even if only to realize other values) would 
profane and destroy the values and would weaken the mystic 
bonds that hold the society together. Such a thing could happen 
only if the values of the society had already lost their sacredness, 
and if, therefore, the society itself were in the process of dis- 
integration. A healthy society cannot subject its ultimate moral 
code to cold, rational scrutiny. If its code is to be scrutinized, 
the scrutinizing must be done by an elite set apart for the pur- 
pose—one which, like a bomb decontamination squad, has spe- 
cialized skill and is ready to expose itself to risk for the sake of 
the society. The professional statesman belongs to this elite. 
Since the world cannot be ruled according to the Sermon on 
the Mount or the principles of the Quakers, a determined effort 
to rule it so must lead to disaster. The goodness and optimism 
inseparable from democracy therefore represent a great peril. 
This peril might be somewhat less if we gave our statesmen 
wide discretion in foreign affairs, as the other democracies do. 
Our statesmen, however, are trained to goodness and selected 
for it rather than for virtue. Our tradition and the exigencies 
of our political system, moreover, tend more and more to subor- 
dinate the statesman to public opinion. Confident that its good- 
ness is the world’s best hope, American public opinion reaches 
out eagerly for wider power in world affairs (it “accepts respon- 
sibility for world leadership” is the cant phrase), thereby en- 
gendering—the United Nations is a case in point—ever more 
goodness in places where virtue is required and thereby in- 
creasing ever more the incongruity between the reality of the 
situation in which we must act and the moral principles upon 
which our action is based. There is, of course, no remedy for 
any of this, the crux of the problem being that goodness is 
incapable of perceiving its own inadequacy. 














THE POLITICAL WEIGHT OF 
INTERNATIONAL TECHNICAL ASSISTANCE: 
AN ECONOMIST'S VIEW 


Jaroslav Vanek 


N our times the possibility of atomic warfare and complete 
I destruction has, we hope, reduced the direct conflict be- 
tween the world ideological spheres to an ever-continuing 
improvement of defense mechanisms, and to an intensive 
psychological pressure exercised in international meetings, con- 
ferences, radio, newspapers and other media of mass communi- 
cation. The spheres directly involved in the conflict seem to be 
irrevocably defined. An important role, comparable to that of 
neutral countries in time of war, is played by the third coun- 
tries who have not, or not yet, declared themselves for either 
side. In these countries, the political, economic and cultural 
influences of the two sides may still compete quite openly. 

The majority of the world’s undeveloped countries belong in 
this third category. Their striving for economic growth and 
development—in which they may hardly succeed without out- 
side assistance—provides an excellent testing ground, if not for 
all facets, at least for the economics of the opposing doctrines. 
This is a well known and generally accepted fact whose purely 
political aspects have been discussed over and over again with 
a good deal of insight and understanding. However, in the final 
analysis most attempts by either side to make the third coun- 
tries appreciate, and apply, its own economic credo involve 
some kind of international transaction. Therefore, it appears 
that some new insights may be obtained from the theory of in- 
ternational trade. 

Generally speaking, a developing country needs from abroad 
two things: goods, such as machine tools, transportation equip- 
ment, construction material, raw materials and foods; and serv- 
ices—primarily technical knowhow, instruction, and managerial 
skills. When we think of problems of international trade it is 
the former group of transactions that first comes to mind; but 
there is no reason why services should not be considered, or for 
that matter, not be seen as depending on the general laws that 
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determine the structure and direction of international ex- 
change. And it is precisely this type of transaction in services 
that should also interest the politician. It does not matter very 
much to an Indian whether a locomotive was produced in the 
United States or in Russia, provided that the two are of com- 
parable quality; but it may make an enormous difference in the 
long run depending on whether the supplementary technical 
assistance is provided by the United States or by Soviet Russia. 
It is precisely the latter, intangible, form of foreign transaction 
that I want to consider here. 

What is called the factor proportions theory of international 
trade provides a generally accepted explanation of international 
movements of both goods and services. It states that every coun- 
try, in the absence of restrictions, will tend to export commodi- 
ties and services produced predominantly from its relatively 
abundant factors of production (such as land, or capital, or 
labor), and import commodities primarily produced from the 
abundant factors in the rest of the world. According to this 
theory, the United States should export commodities produced 
with large amounts of capital, Australia those needing much 
land, and India those requiring in production a good deal of 
labor. If we now look at international trade statistics, we find 
that this theory is satisfactorily borne out by the composition 
of actual trading, in spite of impediments such as commercial 
restrictions, transportation costs, market imperfections, and so 
forth. 

Similarly, if international technical assistance depended 
solely on the natural forces determining the direction of inter- 
national trade, it should come from countries that have the 
greatest relative abundance of factors of production yielding 
such services. Clearly, it is not land or capital that is needed in 
transmitting the “‘psychology of growth” but almost solely labor 
—indeed, a highly qualified type of labor in many respects. 
Thus, in the type of international transactions here considered, 
the United States of America cannot reap any advantage from 
its abundance of capital resources. On the contrary, our abun- 
dance of capital produces a comparative disadvantage. 

But if it were only relative labor abundance, without further 
qualification, that determined which country should export 
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services in technical assistance, any backward country would be 
an ideal exporter of such services. This clearly is not so because 
it is not a question of general labor abundance, but of the 
abundance of highly qualified labor, often requiring many 
years of instruction. We know that such labor does not exist 
substantially in the undeveloped countries, but is found pri- 
marily in the relatively advanced parts of the world. Among 
these, however, this country has the handicap of having possibly 
an even stronger advantage in capital intensive products. 

Now, if such a comparative disadvantage is present in the 
United States, it must be operative in at least two respects. On 
the one hand, it may be advantageous for the undeveloped 
countries to invite experts from countries other than the 
United States. On the other, it may be much less expensive for 
these countries to send their trainees into other advanced coun- 
tries, where, owing to the factor proportions we have just dis- 
cussed, costs of instruction are considerably lower. 

As an example of the latter, tuition fees in many fields at the 
University of Paris amount to about ten dollars per annum. 
This is due partly to the traditional heavy subsidization of uni- 
versity education in France, but also to the fact that the neces- 
sary qualified labor is in much greater relative abundance. A 
similar situation may well be found in other countries whose 
per capita income is in the range of about one-fourth to one- 
half of the American. 

Further, we should realize that technical assistance to under- 
developed countries in their striving for growth involves not 
one but two types of advice; one of technique, the other of 
choice. It is the first type that is provided by the engineer, the 
other by the economist. One without the other does not suffice 
~—and often misallocations result from the neglect of this 
duality. 

Most products are producible in numerous technically effi- 
cient ways. The task of the technician is to design these efficient 
methods. It takes, however, the expertise of the economist to 
choose between the different techniques, and also to make the 
previous decision of what products are actually the most ad- 
vantageous to produce, given the conditions in ‘a particular 
country. Now, modern techniques of production are so complex 
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that a single man cannot master a large number of them; 
on the contrary, it often takes the talents of a number of tech- 
nicians to command, or to instruct in, only one technique. 
However, such a technique will usually turn out to be the most 
efficient only in its own environment. In other words, the most 
efficient way of producing steel, for an American engineer, is 
that most recently used or just being applied in our advanced 
mills. This technique, however, according to the economist’s 
judgment, may not be the one to apply in the underdeveloped 
countries; possibly a combination of productive factors that was 
used in our country fifty years ago, or some other completely 
different, fits better the factor endowments and relative factor 
prices in the undeveloped areas. Here a lack of sensitivity on 
our part may produce a dilemma when our technicians are sent 
to underdeveloped countries. Although they may be the most 
qualified in their particular skills, they may not succeed so well 
as others, even less well instructed, who in their particular tech- 
nique better conform to the requirements of the country re- 
ceiving assistance. 

Given the different endowments of different parts of the 
world, given the state of technological knowledge in different 
parts of the world, this seems to be a natural or normal situa- 
tion—a situation toward which the state of affairs here discussed 
would tend to converge in the absence of deliberate interfer- 
ence from one side or the other. It should be only normal that 
a country needing technical assistance seek it where the tech- 
niques to be imparted would be most suitable, and the costs 
most favorable. If it were not for the special peculiarity of the 
problem that we shall discuss presently, most economists would 
be willing to concede that with the distribution of world re- 
sources and talents such as hypothesized, the natural competi- 
tive forces should be left alone to work out their own way. 

The peculiarity that very strongly distorts the picture is what 
economists label external economies or diseconomies, or some- 
thing comparable to it. If these are present, most theorists 
would agree with some interference in the perfectly natural 
course of affairs. We commonly practice such interference in 
our everyday life in the United States. If some commodity such 
as honey is produced and sold in a competitive market for, say, 
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one dollar a gallon, this means that the nutritive and other 
qualities of honey are worth at least one dollar per gallon to 
every consumer. If, however, a secondary benefit is derived 
from producing honey—such as fertilization of and hence higher 
yields from apple trees—then the benefit to society is greater 
than one dollar per gallon. Conversely, if the smog in Los 
Angeles generated by one dollar's worth of car transportation 
causes damage equal to one dollar, the social cost incurred in 
producing transportation services sold for one dollar may be 
as high as two dollars. Thus, the wellbeing of society would be 
increased if the government taxed cars and subsidized bee- 
keeping. 

Now with technical assistance to underdeveloped countries, 
the situation is quite comparable. Although the external, social 
benefits or losses are not so easily measurable as the value of 
additional apples produced, this is not to say that the external 
effects here considered should be less important than those in 
beekeeping or car driving. They may indeed be incommensu- 
rably more important. They are of social, political and cultural 
character. While the primary product being cleared through 
the market, namely technical and economic expertise, is not so 
different whether supplied by Americans or Russians, the other, 
not paid for, is as different as the ideologies of the two political 
spheres themselves. 

Under these conditions, not to subsidize our own efforts, and 
those of other countries that share our world outlook, in assist- 
ing underdeveloped countries in their striving for growth 
would be a logical corollary only of a subjective indifference, 
on our part, between the Communist and the free world way 
of life. It is true that the United States, at least since President 
Truman, has not shown itself completely indifferent. But are 
we doing enough? The situation is the more difficult—and po- 
tentially the more costly—because the Iron Curtain countries 
are aware, possibly more than we, of exactly the same necessity 
and opportunity. Very roughly speaking, as long as we expend 
as much as the Russians on technical assistance, the indirect 
benefits accruing to our country will just about be offset by 
those of the Eastern bloc. Actually, this is an understatement 
of the true state of affairs. Because of the world distribution of 
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productive resources, as we have expounded it previously, the 
unit cost of technical assistance elsewhere is far below ours. 

The question really turns upon orders of magnitude. In 
effect, an average American gives about one twentieth of one 
per cent of his income for the purpose of technical assistance. 
Considering our national wealth, this would seem to be quite 
insufficient. There is strong evidence that it is inferior to what 
the Eastern countries are doing. A logical conclusion that may 
be drawn is that we are very near the state of subjective in- 
difference between the two world ideologies. The situation 
brings to my mind the account of an international actuarial 
expert, who, upon arriving in an underdeveloped country, 
where he had been asked to initiate social security, was in- 
formed proudly by a high official of that country that in the 
forthcoming budget already $1 million was reserved for that 
purpose. The country, however, has between 30 and 40 million 
people. 

There are a number of reasons to believe that we must put 
forth a major new effort if a really efficient assistance is to be 
undertaken. The first is connected with the duality that we have 
already mentioned in the problem of assistance: technique and 
choice of technique. This means that in any given case, there 
are choices to be made by an economist, who must be provided 
with a sufficient number of alternative factor combinations for 
production; and this would be in all likelihood quite costly, | 
because of the research that might be required. | 

Figuratively speaking, we often try to transplant our trees 
into completely different soil. Very often they die or do not re- 
generate; or to keep them alive requires disproportionate effort 
and often creates an inordinate amount of social friction. Fre- 
quently, it is only we whom they directly benefit. It seems that 
a better way would be to bring samples of foreign soil into our 
country and experiment here before transferring the seedlings 
abroad. In reality, the problem is made even more complex. 
The technician has to provide the decision-maker with a wide 
range of alternative processes and products to choose from, 
under the constraints of not only economic, but also social and 
cultural parameters. 

The second problem is that in order to gain people’s confi- 
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dence and appeal to sometimes primitive societies, one has to 
know their language, know their custom—and not to be or act 
richer than they are. In all three respects, one receives the im- 
pression that we are doing worse in foreign countries than any 
other nation. ‘““The Ugly American” exposed this failing of ours 
fictionally, but this situation also exists in fact. Russians who 
were constructing a large steel mill in India lived under condi- 
tions comparable to their Indian colleagues, and many knew 
the language; thus they gained a good deal of sympathy from 
the Indian population. Many western experts going to the same 
country like to elaborate on how many servants they had, and 
how cheaply. 

In some sense a converse problem arises with foreign students 
coming to receive their training in this country. The cultural 
and material conditions are so different between their country 
of origin and the United States that after the several years re- 
quired for their education, it becomes extremely difficult for 
these students to return. For any sensible person in this coun- 
try, it is also humanly inconceivable to force them to do so. 

At this point we should ask ourselves what would be the ideal 
course of action to cope with this situation. Clearly any such 
set of suggestions can be only partial. In the eyes of a policy 
maker, it may be incomplete or even undesirable, because the 
constraints or criteria under which he operates may be broader 
than those we are considering here. All we are able to do is to 
formulate optimal solutions, in the light of the different argu- 
ments expounded in the first part of this paper. 

Clearly, the allocation of sufficient funds to an effective pro- 
gram of technical and economic assistance is the first and most 
important problem. The magnitude of such a budget should 
come from, and reflect, at least the worth such an effort has for 
our nation. It should again be recalled that no or very little 
allocation of national resources to such a program implies that 
between our assistance with its collateral moral, cultural, and 
ideological contribution, and that of the Eastern political bloc, 
we are indifferent. If we really believe that we have something 
much better and more human to offer to the underdeveloped 
countries than the Russians do, we should not be parsimonious. 
Moreover, I cannot think of any good reason that would oppose 
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pooling of both private and federal funds in sponsoring a na- 
tionwide effort. 

Although the financial facet of the problem may be the most 
important, it is by no means the most difficult. Actually, in sev- 
eral instances in the past we have succeeded in burying a good 
idea, despite sufficient funds, through clumsy implementation 
of a program. Our preceding discussion furnishes us with at 
least a partial set of premises whereupon we may base our 
suggestions. 

First of all, any program to aid the less technically advanced 
two-thirds of the globe would have to be carried out by a large 
number of people—both on our side and on the side of the un- 
developed nations. Clearly, all advantage would be on the side 
of younger participants, with the possible exception of the di- 
recting staff. Thereby the costs could be lower, because younger 
people are more modest in their demands, and often more 
idealistic, but primarily because the expected span of their 
service is considerably longer. 

Moreover, young men in the age when they are ready for 
military service are much more flexible, and their learning 
capacity is greater than when older. They are more agile in 
acquiring new languages; and this seems to be the conditio sine 
qua non for an effective human contact with undeveloped pop- 
ulations. Also, younger people living under modest conditions 
would be socially closer to their counterparts in foreign coun- 
tries. Recently Senator Hubert Humphrey proposed to cap- 
italize on this advantage. He sought to create a “Peace Corps” 
to assist in underdeveloped areas as an alternative to regular 
military service. Though his project called for three-year service 
rather than the two-year normal Army duty, still it would seem 
an attractive option for a selected group of idealistic young men. 

Further, in view of the comparative cost consideration that 
we have discussed in the first part of this paper, it would seem 
commendable not to restrict the carrying out of the program 
only to the United States, but also to use the human resources 
of other advanced countrits. Indeed, the costs of sending an 
expert to a backward area would be approximately propor- 
tional to the real income of individuals in the different coun- 
tries providing technical assistance. Moreover, other nations 
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might be inspired by the example of this country and do likewise. 

Our national consciousness of the problems here discussed is 
well proved by the number of university institutes and founda- 
tions which either carry out or support programs of assistance. 
Private groups such as the International Voluntary Services 
(IVS) and Association for International Development (AID) do 
non-profit work with missionary idealism, and have produced 
commendable small-scale results. This is encouraging in show- 
ing the willingness of our nation to support these efforts; how- 
ever, it does not seem to be the most adequate, or for that 
matter, the most efficient way. Decentralization and competition 
are efficient when it comes to supplying the market with simple, 
well defined products—but when it comes to a national effort 
to assist undeveloped countries in their striving for growth and 
advancement, it may be the least efficient, and even a harmful 
formula. Indeed, there has already been a good deal of over- 
lapping and double effort. Moreover, there is every reason to 
believe that important economies of scale may be realized 
through a concentrated national effort. 

The United States Congress has taken one first step toward 
action on this problem. On the initiative of the late Senator 
Richard Neuberger and Congressman Henry Reuss of Wiscon- 
sin, a provision of this year’s Mutual Security Act orders a study 
of the “advisability and practicability of a program, to be 
known as the Point Four Youth Corps, under which young 
United States citizens would be trained and serve abroad in 
programs of technical cooperation.” It envisions a force of 
10,000, whereas Senator Humphrey's “Peace Corps,” which was 
not enacted, proposed to start with only 500 and expand to 
5,000. Both proposals and the surrounding discussion are en- 
couraging, but two cautionary observations may be made. First, 
consideration has been given mostly to help in farming tech- 
niques; the greater complexities of industrial assistance have 
been less probed. Second, although some orientation and lan- 
guage training is envisaged, from three months to a year in du- 
ration, it seems that the problem of sending young Americans 
abroad linguistically fluent has not been faced with utmost 
seriousness. 

A federally sponsored educational and research institution, 
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perhaps with a residential university city, might fulfill various 
tasks. First, students from underdeveloped countries could be 
trained there together, and in continuous contact with Ameri- 
can students who later would be willing to participate in the 
program of technical assistance. A broadly designed program of 
instruction in economics and political organization coupled 
with practical training, industrial and institutional, should be 
included. The proportions of the two student groups should be 
roughly equal. This would at once provide for large-scale social 
intercourse, facilitate tremendously and reduce costs of the in- 
struction in languages, and provide for a general rapproche- 
ment of cultures. Contrast the situation in many of our educa- 
tional institutions, where, even if we have programs for stu- 
dents from the underdeveloped countries, these are in such a 
minority that they are gradually Americanized. The pressure 
of the environment is so overwhelming that after awhile it in- 
evitably produces fullfledged Americans whose only choice, as 
we have noted, is to remain in the culture they have accepted. 

Further, if undertaken on a sufficient scale, such an institu- 
tion would make it possible to initiate technical research that 
would—in the sense of our previous discussion—yield techniques 
better suited for the undeveloped regions; this clearly is not 
feasible for individual universities, whose primary purpose is to 
serve our domestic needs. It might even—though some will view 
this as far-fetched or with apprehension—be possible to study 
and test new forms of social organization. It may well be that 
neither the American nor the Russian way of life is best de- 
signed for the undeveloped countries. And if it is so, the sooner 
we explicitly acknowledge it, the stronger would be our posi- 
tion in the world. 

In the final analysis such a program would have a number of 
external effects, without exception beneficial to our nation in 
its present problems. Several should be mentioned in conclud- 
ing this note. In the first place, there being no reasonable limit 
to the extent of such a program, it could always contribute to 
our anti-recession policies and absorb part of our resources that 
otherwise would not find use. Also, it would give our industry 
invaluable information on foreign markets and needs, and 
possibly lead to the design of new products. It should be 
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brought to mind that technical assistance, contrary to physical 
exports, is not a beggar-my-neighbor policy. Its effects cannot 
be but just the opposite. 

Two other economic aspects may make this form of technical 
assistance program especially attractive to the United States 
government. Among our present-day economic problems two 
that most concern us are international payments and inflation. 
As for the first, additional government expenditure on techni- 
cal assistance should not aggravate the balance of payments situ- 
ation very much, because a good deal of funds that would thus 
be spent would be directly payable in dollars at home and not 
enter international settlement at all; moreover, funds expended 
in the undeveloped countries themselves could often be drawn 
from inconvertible deposits within the countries to which tech- 
nical assistance would be offered. 

The inflationary pressure resulting from such additional ex- 
penditure also may be deemed less strong than if comparable 
funds were allocated to other goods and services. It is self-evi- 
dent that increased spending on the different forms of technical 
assistance here examined would have to bid resources away 
from other sectors, and this, unless we were in a situation of 
considerable unemployment, would tend to affect the general 
price level. It is a notorious fact, however, that salaries in col- 
lege teaching—a considerable component of the total cost of 
technical assistance as envisaged here—have grown at a rate 
much below the overall increase of per capita income. A rise in 
college pay will not significantly induce inflation. 

Beneficial effects are also to be seen in the cultural contribu- 
tion that such a program would give to our young people. We 
have indeed been engaging in a good deal of foreign travel in 
recent years; but a tourist trip, if I may say so, will never make 
a metropolitan out of a provincial. It is not until we work for 
a while in a new environment, under the same conditions as 
our hosts, that we will understand their problems and gain 
their confidence. In the last instance, it is quite clear that the 
Department of State would find an excellent recruiting ground 
for its own service from among the young men and women who 
would have participated in the program of technical assistance 
in the underdeveloped areas. 
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THE DEFICIT IN THE AMERICAN BALANCE OF 
PAYMENTS AND THE U.S. FOREIGN ECONOMIC 
POLICY: A VIEW EARLY IN 1960 AND IN 1961 


Gottfried Haberler 


A View Ear-y IN 1960 


HE facts about the recent* deterioration of the American 
fetes of payments have been discussed so much and are 
so well known by now that I can be very brief in recounting 
the highlights. 

The deficit in the U.S. balance of payments became apparent, 
as far as the general public and quite a few experts are con- 
cerned, the first time in 1958. In that year it reached the em- 
barrassingly large figure of $3.4 billion consisting of a gold loss 
of $2.3 billion and an increase in foreign short-term balances 
held in the U.S. of $1.1 billion. The latest estimate of the de- 
ficit for 1959 is in the neighborhood of $3.7 billion. 

There has, however, been a deficit, although at a much 
smaller level, in every single year since 1950 except in 1957. 
Short-term foreign liabilities of the U.S. have risen from $7.12 
billion in 1950 to $13.64 billion in 1957 and $16.17 billion on 
December 31, 1959, while the gold stock was $22.82 billion in 
1950, $22.86 billion in 1957 and has since then fallen to 19.51 
billion on December 31, 1959.1 Thus the average annual deficit 
from 1950 to 1957 was about a billion dollars. Ironically enough, 
while there was much talk of a persistent “structural” and virtu- 
ally incurable dollar shortage of which the rest of the Free World 
was supposed to suffer—a theory which was stubbornly held not 
only by laymen but also by well-known practitioners and theo- 
rists of international finance—the Free World outside the U.S. 
was accumulating gold and dollars at a rate of $1.5 billion a 
year, about $.5 billion currently for gold price. 

* The first part of this paper, entitled “A View Early in 1960,” reproduces 
practically without changes an unpublished paper written in January 1960. The 
second part, entitled “One Year Later”, was written a year later. I hope that it 
may be interesting to know how the problem looked to one observer at these two 
points of time. No attempt has been made to bring the story up to date. 

* These figures do not include dollars held by international institutions and 
foreign holdings of U.S. bonds and notes. But they include holdings of Treasury 


bills. The latest figure (Sept. 1959) for foreign owned Government Bonds and 
Notes is $1.37 billion. 











110 GOTTFRIED HABERLER 


The experts in the I.M.F., the Federal Reserve Board, and 
many others knew, of course, that there has been no overall 
dollar shortage for the last 10 years, but I do not know of any- 
one who had foreseen the sharp increase in the deficit which 
started to appear late in 1957. This failure to foresee such a 
dramatic change is not only interesting in retrospect, but also 
teaches an important lesson for the future: It demonstrates that 
we cannot put much reliance on forecasts of the future state of 
the balance of payments. 

The proximate reason for the sudden deterioration in the 
overall balance is to be found primarily in a deterioration in 
the balance of “current account,” i.e., the balance of goods ana 
services. Merchandise imports have gradually gone up and have 
been well maintained even during the recession of 1957-58, 
while in 1958 and 1959 exports have fallen not only as com- 
pared with the large volume of exports in 1957 but also com- 
pared with the volume of the preceding years. The export of 
capital (governmental and private) along with economic and 
military aid and military expenditure abroad, have gone up. 
The upshot is that the excess of exports over imports has be- 
come too small to cover capital exports and governmental aid 
and expenditures. During the first half of 1959, the current 
balance (goods, services and ordinary private transfers) has be- 
come negative after having been positive in every year since 
1949 (except in 1953 when it showed a small deficit). 

What are the remoter causes of the change? Have we had 
more inflation than other countries and have we thus “priced 
ourselves out of the world markets’? The answer is that the 
U.S. has not had more inflation than any other foreign country 
(with two or three exceptions, depending on which year is used 
as a base), if we measure inflation by the rise in price levels 
either at wholesale or at retail. (Only in Germany, Switzerland 
and Belgium have prices risen slightly less than in the U.S. 
since 1953 or 1950.) What has happened is that the industrial 
countries in Europe, and Japan, have rapidly recovered from 
the destruction and dislocation caused by the war and have 
caught up with us. Their competition has become much 
stronger. 

This does not mean, however, that inflation here is unrelated 
to the balance of payments deficit and that we can let the guards 
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down as far as inflation is concerned. It means, on the contrary, 
that in view of the changed competitive situation in the world, 
the little inflation we have had during the last few years is too 
much to keep our balance of payments in equilibrium; in other 
words, if we do not want to lose gold, it is not enough that our 
inflation does not exceed that of our industrial rivals, it should 
be less than theirs. 

There is one other factor that must be kept in mind in try- 
ing to explain the past and to foresee the future. A large part 
of our loss of gold and growth of short-term foreign liabilities 
merely reflects the increased need and desire of foreign coun- 
tries for greater international liquidity caused by the growing 
volume of world trade, progressive dismantling of the apparatus 
of exchange control and restoration of free convertibility of 
currencies. Since gold production is insufficient to satisfy the 
growing demand for international reserves, the satisfaction of 
this demand must take the form of gold purchases from the 
U.S. or accumulation of liquid dollar holdings by foreign cen- 
tral banks in the U.S. It thus depends on the U.S. having a def- 
icit in its balance. 

Of the $16 billion short-term foreign assets, a little over $9 
billion are official holdings of foreign central banks, that is, 
part of their international reserve. (These official holdings were 
$3.62 billion in 1950.) Expressed differently, the less liquid po- 
sition of the U.S. now, compared with 10 years ago, reflects the 
fact that the U.S. has become the world’s banker, that many 
countries are on a dollar exchange standard (rather than on a 
simple gold standard) and that the dollar has become the Free 
World's principal reserve currency. (Sterling is the oniy other 
important reserve currency.) This fact is of utmost importance. 
It imposes special duties and limitations on the conduct of our 
international economic and financial policy and imperatively 
demands great care in dealing with the international financial 
problems in the interest of safeguarding both our own and the 
rest of the Free World’s economic and monetary equilibrium. 

I am not going to try to make forecasts about the probable 
development of the U.S. balance of payments in the future. It 
is quite possible that there will be a spontaneous improvement. 
Exports have, in fact, substantially increased, on a seasonally 
adjusted basis, during the three months of August, September 
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and October 1959, despite the steel strike.? But it is too early 
to say whether this is a temporary shift or major reversal, or 
the return to the situation before 1958 with a deficit of $1 to 
$1.5 billion a year. I shall proceed on the assumption that the 
wise thing to do is to hope for the best, be prepared for the 
worst, and to try to prevent the worst from happening. Even 
if we cannot foretell with confidence the direction of future 
movements, much less forecast their magnitude, we know that 
there are equilibrating forces at work which will, if not im- 
peded by wrong policies, after a while bring about a correction. 
And we can formulate policies which will facilitate and accel- 
erate the equilibrating mechanism. There is general agreement, 
I believe, that an outflow of funds at the 1958-59 rate of around 
$3.5 billion a year cannot be tolerated for very long, because it 
might eventually shake the confidence in the dollar and lead to 
massive withdrawals of funds. The confidence in the solvency of 
the world’s banker must be preserved. The first and basic condi- 
tion for maintaining and restoring ‘external equilibrium” (i.e., 
equilibrium in the balance of payments) is to prevent inflation. 
For that it is necessary to keep a tight rein on money and the 
budget and to prevent inflationary wage and price policies. 

At the present time, requirements of internal and of external 
equilibrium are the same, because the economy is in the up- 
ward phase of the business cycle, output and employment are 
expanding and prices are again showing tendencies to rise. But 
sooner or later the expansion will slow down and a new reces- 
sion will start. Then we shall be confronted with a clash be- 
tween the requirements of external and internal equilibrium. 
Internal equilibrium will then require easy money and a 
budget deficit, while external equilibrium, if the balance of pay- 
ments is still in deficit, will require continuation of tight 
money. This will be a most uncomfortable and unusual situa- 
tion for the U.S. where for a long time internal monetary and 
financial policy was entirely unhampered by considerations of 
external equilibrium. Edward Bernstein, the former director of 
research of the I.M.F., has called attention to this danger and 
has urged that the balance of payments deficit be corrected be- 


2It seems, however, that the Steel Strike has affected the November exports 
which were 8 per cent below those of November 1958. 
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fore it becomes an obstacle for a domestic anti-recession policy. 

Now if the deficit country, the U.S., pursues anti-inflationary 
policies and if the surplus countries, primarily Western Euro- 
pean countries, do not resist the expansionary effects which 
emanate from their trade surplus, that is to say, if they do not 
consciously or unconsciously take steps to sterilize the additions 
to their international liquid reserve, automatic forces are be- 
ing set up which will eventually restore equilibrium. Wages 
and costs will rise a little faster in the surplus countries than 
in the deficit country which will tend to turn the balance in 
favor of the latter. There are, in fact, signs that wages are going 
up faster in Western Europe than in the U.S. We can also de- 
pend on our exporters to make renewed efforts and to learn from 
foreign competition, if the wage-price relationships are kept 
right and if we avoid overexpansion of the domestic market 
(by loose monetary and fiscal policies) which would make it 
unnecessary for producers to strain hard for the development 
of foreign markets. Mere exhortations addressed to business to 
expand exports are of no use whatsoever. 

It is very important that these automatic forces be given suffi- 
cient scope and time to work themselves out so as to obviate the 
necessity of taking further corrective measures, most of which 
would be painful or disagreeable or would clash with other 
policy objectives. This is the rationale of having a large inter- 
national reserve. Fortunately, the American international re- 
serve, the gold stock, is still very large; it is almost half of the 
Free World’s gold. But in view of the dollar being the Free 
World’s foremost reserve currency, it must be large. In addition 
to its monetary gold stock, the U.S. has what can be described 
as a “credit balance” of over $2,000 million in the I.M.F.3 E. 
Bernstein has urged that this credit balance be regarded as a 
part of the gold stock and be used freely.* 

It is well known that part of the U.S. gold stock is bound by 

* That is its gold subscription of $1,031.2 million plus other countries’ draw- 
ings of dollars of $1,717.5 minus $600 million sales of gold by I.M.F. to the U.S. 
Treasury in exchange for U.S. Treasury bills. 

‘In addition to its “credit balances” the U.S., like any other member of the 
Fund, has the possibility of “purchasing” foreign currency up to the amount of 
its quota in the Fund which has been raised recently to $4,125 million. But the 


quota over and above the “credit balance” will have to be regarded as an emer- 
gency reserve. 
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the legal requirement of a 25 percent gold cover for the cur- 
rency in circulation. As of December 31, 1959, this was $12 
billion, leaving $7.51 billion of the total gold stock “‘free”’ for 
international use. It has been urged that the internal reserve 
requirement be lifted altogether or at least sharply reduced so 
as to increase the amount of “‘free gold” and give the foreign 
holders of dollar balances confidence that they can turn their 
balances into gold whenever they need it. There can be no 
objection to such a step provided it is not allowed to weaken 
anti-inflationary policy. It should be noted, however, that the 
Board of Governors can at any time suspend the reserve re- 
quirement for specified periods (Federal Reserve Act, Sec. 11, 
paragraph 4), and thus “free” virtually all our gold for interna- 
tional use. 

Proposals have also been made, a conservative one by E. 
Bernstein and a much more radical and far-reaching one by R. 
Triffin, designed to further increase the lending power of the 
I.M.F. It is not possible in this paper to go into details. Suffice 
it to say that the recently enlarged resources of the Interna- 
tional Monetary Fund should be sufficient to take care of any 
need for greater international liquidity for several years to 
come. 

Suppose, however, that the dollar gap should show no signs 
of becoming smaller—what then? Before turning to the discus- 
sion of possible action in the area of trade policy, let me ex- 
plore some additional possibilities in the financial sphere. Sup- 
pose that Canada were confronted with a payment deficit—how 
would she deal with it? Since Canada has a freely floating ex- 
change rate which is allowed to fluctuate in a free market in 
response to the ups and downs of demand and supply (with a 
bare minimum of official intervention to smooth out day-to-day 
fluctuations), the Canadian dollar would depreciate a few 
points and that would take care of the problem. Unfortunately, 
this easy and painless solution of a balance of payments prob- 
lem is not open to the U.S. because the U.S. is the world’s 
banker and the confidence in the stability of the gold value of 
the world’s principal reserve currency must not be betrayed. 

The proposal that the U.S. should follow the Canadian ex- 
ample and let the dollar fluctuate freely has hardly been dis- 
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cussed. But another solution, which is being frequently pro- 
posed by well-known experts, must be excluded for the same 
reason—namely, a change in the gold parity of the dollar; in 
other words, the doubling or tripling of the dollar price of 
gold, from $35 to $70 or $105 per ounce. Since most other cur- 
rencies would, as a matter of course, follow suit, a depreciation 
of the dollar with respect to gold would not stimulate American 
exports or improve the competitive position of American in- 
dustry. It is true, however, that international liquidity would 
be increased, but at the price of a flagrant breach of confidence 
of all those foreign countries that keep part of their interna- 
tional reserve in dollars rather than gold. It is inconceivable 
that the American authorities will commit such a breach of 
confidence.§ 

What might be considered, if the imbalance persists, is an 
appreciation of the currencies of the surplus countries. This 
would be feasible, however, only if the surpluses were highly 
concentrated on a few countries that are already in possession 
of a sufficiently or embarra‘singly large international reserve. 
Even then the countries concerned may not wish to alter the 
international value of their currency. Another step which 
should be seriously considered is giving a formal gold guarantee 
to the dollar holdings of foreign central banks. Why should 
they be reluctant to continue to accumulate dollars if they can 
be sure of the gold value of their holdings?* 

I am sure there will be objections to that proposal. But be- 
fore rejecting it, it would be well to pause to consider the alter- 
natives. If the deficit does not disappear there will be virtually 
only disagreeable alternatives, and giving gold guarantees may 
be one of the least disagreeable ones. 


* The British depreciation of sterling in 1931 was somewhat different because 
it happened during a period of rapidly falling prices. But the fact that it came 
after more or less explicit assurances had been given to foreign central banks 
which held their reserves in sterling that the gold value of sterling would be 
maintained, gave a severe blow to international confidence which had far-reach- 
ing repercussions; it intensified the scramble for liquidity and so contributed to 
the force of the disastrous spiral of deflation. 

*If a gold guarantee were given to foreign central banks, the I.M.F. may con- 
sider some day, if it became necessary, raising the value of gold all round accord- 
ing to article IV, sec. 7 and 8 of the Bretton Woods Charter. In the absence of 
such a guarantee, a rise in the value of gold, even if it could be effected quickly 
so as to forestall disturbing anticipatory action, would be a blow to confidence 
with serious consequences. 
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Another proposal which has been made is that the U.S. 
should cut the volume of military and economic aid to foreign 
countries. This is a highly political question which I shall not 
discuss. I confine myself to saying that the volume of military 
and the economic aid which the U.S. wants to extend should be 
decided after weighing the requirements of our foreign policy 
against the burden on the taxpayer. Balance of payments con- 
siderations should play no role in this decision. The reason for 
this statement is the conviction that with proper policies the 
U.S. balance of payments will adjust itself so as to permit the 
export of capital and aid in the volume now contemplated—if 
it is felt that the political ends justify the financial means, i.e., 
the cost to the taxpayer. 

I now come to the implications of the balance of payments 
deficit for trade policy and the contribution which the latter 
can make to the solution of the former problem. 

The first conclusion is, of course, that discrimination on 
balance of payments grounds against dollar goods by other 
countries must be discontinued. This applies especially to 
countries whose balance of payments show a surplus and whose 
currencies are more or less convertible. But even countries that 
still have balance of payments difficulties should not discrimi- 
nate against dollar goods in favor of other countries whose 
currencies are also convertible. 

The demand to desist from discrimination against U.S. ex- 
ports has been forcefully presented by the American Govern- 
ment in bilateral negotiations and at international gatherings 
(such as I.M.F. and G.A.T.T. meetings) and some notable 
successes have already been achieved. Some countries need, 
however, further prodding and cases of thinly disguised dis- 
crimination (e.g., special import taxes on larger automobiles) 
ought to be hunted down and eliminated. While discrimina- 
tion on balance of payments grounds has decreased a wave of 
new discrimination will soon start in connection with the for- 
mation and coming into operation of the European Common 
Market and the European Free Trade Area, the “Inner Six” 
and “Outer Seven.” 

Some stiffening of our attitude and policy with respect to 
these regional schemes (as well as with respect to the proposed 
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common market in the South Atlantic) would be entirely in 
order. The idea is, of course, not that we should withdraw our 
approval of those schemes, but that we should insist that the 
G.A.T.T. rules concerning the formation of customs unions 
and free trade areas, especially with respect to the height of 
the common tariff of the common market, be observed in a 
liberal spirit. What is required is not so much a legalistic in- 
sistence on our rights, but the support of the liberal elements 
in the Free Trade Area and especially in the Common Market 
group, in order to assure compliance with the G.A.T.T. rules 
and to keep the common tariff as low as possible. The ideal 
policy would be to back up our policy of supporting the liberal 
elements in both groups with an offer to negotiate mutual tariff 
concessions. We would reduce some of our own duties in ex- 
change for a reduction of the common tariff of the six below 
the G.A.T.T. requirements (no price need be paid for com- 
pliance with the G.A.T.T. rules) and duty reductions by in- 
dividual members of the Free Trade Area. This would lessen 
the degree of discrimination implicit in the two schemes. In 
such an endeavor, we should seek and surely would find the sup- 
port of other countries outside these schemes such as Japan, 
other Asian and African countries, and the Latin American 
Republics. 

The worst thing we could do is to try to confront the Euro- 
pean regional trading blocs with a preferential trading bloc of 
our own in the Western Hemisphere. A Pan-American Com- 
mon Market in any real sense is an entirely unrealistic concep- 
tion. Such a scheme could never create a customs union or free 
trade area in the established sense as defined in the G.A.T.T. 
agreement. For it is inconceivable that the Latin American 
countries will give up or substantially reduce the tariff protec- 
tion of their industries and expose them to North American 
competition, and if we made unilateral concessions to them in 
our own import policy, we would discriminate against, and 
antagonize, scores of countries in Asia and Africa. 

With our far-flung interests in all four corners of the globe, 
strict adherence to impartiality and non-discrimination as be- 
tween our friends in all continents is more important than ever. 
This does not mean that we should meekly accept discrimina- 
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tory treatment by any country or that we should accord most 
favored nation treatment to the communist countries. But it 
does mean that we should not create discriminatory preferential 
trading blocs of our own, and should strictly adhere to our 
traditional policy of upholding our unconditional most-favored 
nation clause. 

The deficit in the U.S. balance of payments has already given 
impetus to new demands for restricting imports and we can be 
sure that protectionist forces will make full use of the changed 
payments situation for their purposes. It cannot be denied that 
a tightening of import restrictions will in the short run have a 
favorable effect on the balance of payments. However, such 
restrictions would have to be rather drastic if they were to have 
a sizeable effect on the balance of payments coming at all near 
the impact of proper monetary and financial policies. It can be 
shown moreover that the long run effect on the balance of pay- 
ments of restrictions is doubtful and that such a policy would 
conflict with the economic interests of the U.S. itself and 
sharply contradict the basic principles and aims of the U.S. 
foreign economic policy under every administration during the 
last quarter century. To impose import restrictions for balance 
of payments reasons would constitute a major reversal of U.S. 
policy, give the lie to countless policy declarations and to the 
advice which we and international agencies, with our consent 
or at our prodding, have given and are giving to other countries 
on how to handle their balance of payments difficulties. It is 
no exaggeration to say that it would discredit our whole foreign 
economic policy, undermine our leadership, and seriously 
weaken the Free World in its global struggle with the Com- 
munist powers. 

Experience has shown innumerable times, both in this coun- 
try and elsewhere, that import restrictions, especially in the 
form of tariffs, are very difficult to get rid of even if they were 
imposed solely for the purposes of coping with a temporary 
difficulty." Therefore a temporary difficulty should not be 

* This is one of the reasons why import restrictions for balance of payments 
reasons often take the form of quantitative restrictions (quotas and licenses) 
rather than of tariffs. It is said that “quantitative restrictions” are more in the 


nature of temporary emergency measures while tariffs are something more per- 
manent. Experience has, however, shown that quantitative restrictions too, 
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treated by means of long-run policies. And our balance of pay- 
ments deficit is essentially a short-run phenomenon, except to 
the extent that it reflects, as was pointed out earlier, the grow- 
ing desire of other countries to increase their international 
liquidity. Surely this legitimate demand for liquidity should be 
satisfied somehow and must not simply be choked off by U.S. 
import restrictions. Import restrictions on our part must sooner 
or later lead to retaliatory action on the part of others. Hence 
their long run effect on the balance of payment is doubtful. 

For years we have been telling foreign countries that the 
proper method of dealing with their balance of payments diffi- 
culties is to stop inflation and to adopt realistic exchange rates 
and not to impose import restrictions through direct controls 
or special tariffs. The I.M.F., G.A.T.T., and other interna- 
tional agencies have taken the same line. The European coun- 
tries have eventually taken the advice, not of course just to 
please us but because they realize that it was in their own in- 
terest to do so. We hope that other countries in other parts of 
the world will do the same. 

If the U.S. now, after a few years’ deficit in its balance of 
payments but still in possession of a huge gold stock, half the 
Free World's total, and in a very strong overall creditor posi- 
tion, started to do what it told others not to do, it would give 
an entirely unjustified impression of weakness and it would 
look somewhat insincere and slightly ridiculous. It is difficult to 
think of a policy which would be equally injurious of our long- 
run interests and our standing in the Free World. 

Another policy that slightly jars with the principle of freer 
multilateral trade which has been guiding our foreign eco- 
nomic policy is the tying of development loans and grants. It 
is all right to insist that other comparatively well-to-do coun- 
tries contribute their share to the development of underde- 
veloped areas and it may need more than a mere nod to gal- 


which have been imposed for balance of payments reasons, are very difficult to 
remove after they have been in force for some time. They have, moreover, very 
serious administrative disadvantages and give rise to unearned windfall profits 
to those who receive the import permissions which in turn leads to favoritism 
and corruption. They are an alien element in a free enterprise economy. They 
should therefore be shunned like the plague in any economy which relies on the 
price mechanism and free markets. 
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vanize them into action. But one would wish that a method of 
prodding could be found that is more effective in its impact on 
the balance of payments and does not set a precedent of devia- 
tion from established principles. 

From 1950 to 1957 the U.S. had an average annual deficit in 
its balance of payments of about $1 billion. In 1958 the deficit 
jumped to $3.4 billion and for 1959 it is estimated at $3.75 
billion. 

Short term foreign liabilities have risen from $7.12 billion 
in 1950 to $15.62 billion on November 30, 1959, and the gold 
stock has fallen from $22.82 billion in 1950 to $19.65 billion 
in October 1959. 

This decrease in U.S. liquidity reflects largely the fact that 
during the last 10 years the U.S. has become the world’s banker 
in the sense that the dollar is the Free World’s foremost reserve 
currency. Of the $16 billion short term foreign dollar holdings, 
about $9 billion are held by foreign Central Banks and other 
official institutions as part of their international reserve. 

In view of the spectacular growth of world trade during the 
last 10 years and the return of many countries to convertibility 
or at least a freer regime of international payments, the world 
needs larger international reserves of a liquid nature. Since 
gold production, at present prices, is insufficient to supply the 
required additions to international reserves, these reserves had 
to be supplied in the form of dollars which implies a deficit in 
the U.S. balance of payments. 

The growth in world trade and the spread of convertibility, 
as well as the fact that many countries found the means to 
satisfy their desire for increased liquidity, are a wholly salutary 
and desirable development. But a deficit in the U. S. balance of 
payments of $3-4 billion a year surely goes beyond what can be 
justified and explained on the ground of increased needs for 
international liquidity. A deficit of that order of magnitude 
cannot be tolerated indefinitely because it might shake the 
confidence in the solvency of the world’s banker. 

The fact that the U.S. is the world’s banker, or expressed 
differently, that the world, or a part of it, is on a dollar ex- 
change standard, imposes special responsibilities and restric- 
tions on U.S. policy. It excludes easy solutions, such as depre- 
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ciation of the dollar in terms of gold, a solution which would 
be available to other countries. 

Fortunately, the international liquidity position of the U.S. 
is still very strong. The gold stock is over $19 billion, one half 
of the Free World’s total, and can be supplemented by drawing 
on a credit balance in the I.M.F. So long as foreign countries 
are sure about the gold value of their dollar holdings, the 
present size of their holdings, or even a somewhat larger size, 
gives no reason for alarm. Measures might be considered to give 
additional guarantees that the gold value of the dollar holdings 
of foreign Central Banks will be preserved. 

The rationale of holding large international reserves is that 
it enables a country to carry a deficit for a while and permits 
the automatic forces of adjustment to correct the imbalance, 
thus obviating the necessity of using drastic measures which 
would be objectionable in themselves or clash with other policy 
objectives. 

There is no reason to doubt that automatic forces will cor- 
rect the imbalance, or bring it down to manageable propor- 
tions, provided inflationary pressures are kept under control. 
The U.S. has not had more inflation than other countries (with 
two or three exceptions), but in view of the rising competition 
by Western Europe and Japan, external equilibrium requires 
that we, for a while at least, should have less inflation than they. 

At the present time, in view of the fact that the U.S. economy 
finds itself in the recovery phase of the business cycle, the re- 
quirements of internal and external equilibrium are the same. 
Both require tight money and a balanced budget. But when the 
expansion begins to slacken and is perhaps replaced by a re- 
cession, a clash between the requirements of internal and ex- 
ternal equilibrium must be expected. It is therefore to be 
hoped that by then the balance of payments deficit will have 
disappeared or at least have been reduced to a much smaller 
size so that internal anti-recession policy will not be seriously 
hampered by the necessity of guarding against a dangerous loss 
of reserves. If a really serious clash between internal and ex- 
ternal equilibrium should arise, a more radical reform designed 
to increase the lending power of the I.M.F. should be envisaged. 

In the area of trade policy, the U.S. should continue to insist 
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on the ending of all discrimination against U.S. exports on 
balance of payments grounds. In addition, we should support 
the liberal elements in the European Economic Community 
(Common Market or “Inner Six’’) and European Free Trade 
Area (“Outer Seven’’) in order to reduce to a minimum the 
degree of discrimination against us as well as other outsiders, 
which is implicit in those schemes. It would be a fatal mistake 
to try to confront the European regional bloc with a regional 
bloc of our own in the Western Hemisphere. Our political and 
economic interests extend to all four corners of the globe and 
do not fit into any regional pattern. It is therefore imperative, 
on political as well as on economic grounds, that we continue 
to adhere to the principle of freer multilateral trade and the 
widest possible application of the unconditional most favored 
nation clause. 

The deficit in our balance of payments has given rise and will 
undoubtedly continue to generate renewed efforts on the part 
of protectionist interests for tighter restrictions on imports. 
These demands must be resisted. For years we have been 
preaching to other countries that the way to deal with balance 
of payments deficits is to pursue sound anti-inflationary finan- 
cial policies and to adopt realistic exchange rates, and not 
restrictions on imports by means of higher import duties or 
direct controls. Especially the latter (import quotas and other 
direct controls of imports) are a foreign substance in the body 
of a free enterprise economy. They generate huge unearned in- 
comes, invite favoritism, breed corruption and should therefore 
be avoided like the plague. If, after a few years of external 
deficit but still in possession of a large gold stock and huge 
long-term investments abroad, we do what we told others not to 
do, we would discredit the policies which all administrations 
have been pursuing for the last quarter century and seriously 
weaken our leadership of the non-communist world. 


ONE YEAR LATER 
The year 1960 has brought interesting developments in the 
U.S. balance of payments. The overall deficit, as defined by the 
Department of Commerce, has remained the same, $3.8 billion 
as in 1959, but the composition has changed significantly. In 
1959 the balance of goods and services was just about even, 
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while in 1960 it showed again, as in earlier years, a large sur- 
plus of $3.8 billion. (Merchandise exports rose from $16.2 bil- 
lion in 1959 to $19.4 billion in 1960, while merchandise 
imports fell from $15.3 billion to $14.7 billion.) On the other 
hand, recorded private U.S. capital exports (net) rose from $2.3 
billion to $3.4 billion, Government grants and loans from $2.0 
billion to $2.3 billion. In addition to that, “Errors and Omis- 
sions” changed from +-$0.8 billion to —$1 billion, which prob- 
ably signifies an increase of unrecorded capital outflow of more 
than one billion. In one sentence, the current balance greatly 
improved while the capital balance deteriorated—leaving the 
overall deficit unchanged. 

Before discussing the probable causes of these changes and 
the prospects for the future, a word should be said on the pre- 
cise definition of some of the terms. What is usually called “the 
deficit” and what we called “the overall deficit” is defined as 
loss of gold plus increase in U.S. short term and other liquid 
liabilities to foreigners. The second term can also be described 
as import into the U.S. of foreign short term and other liquid 
capital.* This definition of the deficit has been critized on the 
ground that it makes the situation appear worse than it is, at 
least for 1960. (Under other circumstances, the opposite could 
happen.) The reason for that statement is the fact that changes 
in short term liabilities and capital flows are treated asymetri- 
cally. Concretely, increases of short term U.S. assets abroad (out- 
flow of U.S. short term capital) are not treated as an offset to 
increases of short term U.S. liabilities. In 1960, such increases 
in U.S. short term assets abroad must have occurred on a large 
scale—$2 to $2.8 billion. If they were deducted, the deficit 
would be substantially smaller. 

The question of definition will not be pursued here. The 


*The Department of Commerce does not use the term “deficit.” It uses the 
less committal but more descriptive phrase “Increases in foreign gold and re- 
corded liquid dollar assets through transactions with the U.S.” 

The official or conventional definition has been ably defended by Walther 
Lederer, Chief of the Balance of Payments Division of the United States Depart- 
ment of Commerce in his contribution, “The Balance of United States Payments: 
A Statement of the Problem,” to The Dollar in Crisis, edited by Seymour E. 
Harris (New York, 1961), pp. 114-136. 

The case for using what has become known as the “basic balance” as a 
measure of balance or imbalance has been persuasively argued by Walter R. 
Gardner in his paper, “An Exchange-Market Analysis of the U. S. Balance of 
Payments,” in 1.M.F. Staff Papers. Both these papers had been presented to the 
International Economic Relations Seminar at Harvard during 1960-61. 
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answer to the question which definition of a deficit one should 
use hinges upon what contingencies one has in mind. Probably 
a distinction ought to be made between official and private 
assets and liabilities. Foreign “official liquid dollar balances” 
are evidently equivalent to gold. They constitute a part of the 
international reserve of foreign countries and should be in- 
cluded in the deficit. The case of private funds is more doubtful. 

Let me add two further remarks. Some distinction between 
autonomous (spontaneous) and induced, accommodating or com- 
pensatory transactions must be made. If no such distinction 
were made, one could not speak of disequilibrium and deficit 
and surplus. If all transactions are included the account always 
balances. This follows for double entry bookkeeping conven- 
tions. 

Where precisely to draw the line between autonomous and 
accommodating transactions is sometimes difficult to say. But 
the fact that the decline of the gold stock and the increase of 
official liquid balances have continued is sufficient reason for 
concern. The problem surely is not an imaginary one and it has 
not disappeared in the course of 1960, although it has become 
less serious. Let me now briefly discuss the principal causes of 
the changes in the current and capital balance which have taken 
place in 1960. The end of inflation (for the time being), the 
emergence of the recession in mid-1960 and boom conditions in 
Western Europe and Japan are the principal factors. 

Inflationary psychology spread dangerously late in 1958 and 
1959. This undoubtedly accounted to a large extent for the de- 
terioration of the current balance. Strong financial measures 
were taken in 1958-59 to curb inflationary psychology. The 
Federal cash budget shifted from a deficit of $13.1 billion in 
Fiscal Year 1959 to a small surplus in Fiscal Year 1960—one of 
the sharpest shifts ever recorded in peace time. At the same 
time, monetary policy was changed from ease to tightness re- 
sulting in very sharp rises in interest rates. These measures were 
surely largely responsible for interrupting the upswing and 
bringing on the recession. 

These developments in the U.S. and the boom abroad 
brought about the sharp improvement in the current balance, 
but the same factors stimulated capital exports. The boom 
abroad attracted capital and recession at home reduced invest- 








en 
the 
me 


P 


de 
str 


to | 
de} 
vel 


ple 
-_ 


qui 


Ind 
the 
surn 
by t 

10 


perc 
susp 
fact 





AMERICAN BALANCE OF PAYMENTS 125 


ment opportunities. Interest rates fell almost as fast as they had 
gone up before. It should be noted that in the early spring of 
1960 when most economists, including the numerous critics of 
the Federal Reserve, believed that the upswing would continue 
well into 1961,® the Federal Reserve started to shift from tight- 
ness to ease. The resulting interest differentials stimulated capi- 
tal flows abroad. 

There was, however, still another factor responsible for the 
very heavy capital outflows during the third and fourth quarter 
of 1960, namely, revived doubts about the dollar. The election 
campaign and the highly inflationary election promises of the 
winning party—higher wages; higher farm support prices; numer- 
ous expenditure schemes in the fields of defense, education, wel- 
fare; lower interest rates, etc.—aroused serious apprehension at 
home and abroad. This, no doubt, greatly contributed to capital 
outflow during the third and fourth quarter of 1960 although it is 
impossible to say precisely how much was due to interest differ- 
ential and how much to apprehension about the dollar. When 
the new Administration took shape and the first policy state- 
ments were made, acute suspicion of financial recklessness dis. 
appeared, but the basic questions about the future still remain. 

The major worry is—how will the current balance be affected 
by economic recovery in the U.S.? Unless there are counteracting 
developments abroad—rising prices in the surplus countries, 
strong effects of the appreciation of the German mark and the 
Dutch guilder, etc.—one would expect the U.S. current balance 
to deteriorate when the economy resumes expansion. Much will 
depend on how much and how fast inflationary pressure de- 
velops. If money wages are pushed up quickly when the unem- 
ployment percentage declines, in technical parlance if the 
“Phillips curve”’ is elastic,’® the current balance will deteriorate 
quickly. 

The change in the structure of the deficit had its impact on 


*It should be noted that those economists who relied heavily on the Statistical 
Indicators developed by the National Bureau of Economic Research, were among 
the very few who foresaw the early onset of the recession. It seems a reasonable 
surmise that the early anti-recession action of the Federal Reserve was influenced 
by the warnings of the Statistical Indicators. 

J doubt, however, whether the Phillips relationship between unemployment 
percentage and changes in money wage rates is a reliable and stable function. I 
suspect that it is subject to frequent shifts caused by political and institutional 
factors and am, therefore, suspicious of numerical statements as to its concrete 
shape. 
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the discussion of policy issues. On the whole, the policy prob- 
lems and dilemmas which were discussed in the first part of the 
paper still exist. There are still the pressures and temptations 
to deal with the deficit by open or disguised protectionist 
methods. Some small steps have been taken or are in the 
process of being taken in that direction—reducing free import 
allowances for tourists, buy-American policies for Army P.X.’s 
and the like. Drastic restriction of imports by higher duties or 
quotas has been avoided so far. 

A new policy dimension was suggested by the changed struc- 
ture of the deficit, namely, the idea that it may be possible to 
reduce the capital exports by a shift in monetary policy away 
from the bills-only maxim. It is thought that it might be pos- 
sible to reduce long term interest rates and thereby to stimulate 
the economy while at the same time keeping short term rates 
up, thus reducing the short term interest differential between 
here and abroad. To my mind, it is an illusion that anything 
worth while can be accomplished thereby and the improvement 
in the balance which seems to have occurred during the last 
month or two cannot in my opinion be attributed to that shift 
in monetary policy. In the first place, the bills-only policy did 
not prevent long term rates from falling sharply during the last 
recession and it remains to be seen whether the change in policy 
will prevent short term rates from falling nearly as much, in 
comparison with long term rates, as they did in 1957-58. Sec- 
ondly, capital exports are not exclusively caused by short-term 
interest differentials. Long-term interest differentials, compara- 
tive investment opportunities here and abroad, apprehension 
about the future of the dollar and expectation of an apprecia- 
tion of some foreign currencies or of gold have probably been 
more important factors. 

The balance of goods and services is altogether of much 
greater strategic importance than the capital balance. If the 
former remains favorable when the economy pulls out of the 
recession, we need not worry about the latter, because it will 
correct itself automatically sooner or later. On the other hand, 
if the balance of goods and services deteriorates, the chances are 
that capital will not flow in on a large scale even if interest 
differentials and comparative investment opportunities be- 
come more favorable. 
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SOME MATERIAL AND IDEAS ON 
THE DOLLAR PROBLEM AND THE COMPETITIVE 
POSITION OF THE UNITED STATES 


Seymour E. Harris* 


THE PROBLEM 


N the post war period our major task in the international 
I economic field was to help friendly countries to recover 
from the devastating effects of World War II. We, therefore, 
made available through loans and grants and investments bil- 
lions of dollars of goods and services. For these friendly coun- 
tries did not have to provide dollars, though in the limited 
area where loans were made, of course, financing was required. 
In addition, foreigners were able to obtain increased supplies 
of dollars through our trade liberalization programs which re- 
sulted in increased imports into this country. 

These countries needed more goods, not only to get their 
economies back into shape, but they also needed increased 
liquidity, that is, in order to carry on trade they had to have 
adequate supplies of gold or close subsidies for gold, and espe- 
cially dollars, an international currency acceptable to all. 

From 1946 to 1958, the United States Government's expendi- 
tures abroad amounted to $69 billion net. In 1958 the figure 
was in excess of $9 billion. These large outlays put great pres- 
sure on export markets, for the disbursements ultimately need 
to be reflected in increased exports from this country unless the 
country restricts its imports. To some extent, of course, the ex- 
ports are provided almost automatically, for example, where 
military supplies are shipped from this country for NATO or 
where cotton is made available for foreign currencies. But a 
major part of these disbursements abroad must be reflected in 
rising exports sold under competitive conditions. 

That means an improved competitive position for the United 
States as a condition for increasing exports abroad. In so far as 
incomes rise abroad, the adjustment is facilitated; but in so far 
as our competitors in Western Europe, Japan, etc. improve 


* Prepared for Senator Kennedy, July 21, 1960. 
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their productivity more than we do and these gains are reflected 
in relative declines of their prices, then our balance of pay- 
ments problem is aggravated. 

Of some significance here is the fact that Western Europe 
with smaller population gains than in this country was able to 
increase their GNP 1.8 times as much as the United States from 
1953 to 1958. This clearly points to a greater rise of produc- 
tivity in Western Europe than in the United States. 

From 1950 through 1959, the United States paid out for im- 
ports of goods and services, foreign aid and foreign investment 
more than $17 billion in excess of its receipts from exports of 
goods and services and the inflow of foreign capital. These facts 
point to a relative decline in the competitive position of the 
United States. This was a decline largely in the sense that the 
competitive position had not improved sufficiently or had de- 
teriorated to a point where our large foreign aid, investment 
programs and spending abroad required consummation, through 
exports of gold or diversion of claims to dollars on behalf of 
foreign interests; for exports were inadequate to achieve the 
required transfers. 

These large government programs were costly but to a con- 
siderable extent necessary. The government in these years con- 
tributed $22 billion for military spending abroad, $33 billion 
for non-military aid, and $15 billion for government capital 
loans. 

It is clear to me that in the last few years this country had 
over-taxed its exchange market and particularly in its relations 
with Western Europe. Undoubtedly, larger economic aid, less 
military aid and larger advances to the underdeveloped coun- 
tries were required. Even a business man’s organization, the 
C.E.D. had asked for a billion dollar additional aid per year for 
the underdeveloped world. 


THE Loss oF RESERVES AND DoMEsTIC POLICY 


What is especially distressing is the fact that our current 
balance of payments with losses of about $10 billion in gold 
and dollar claims to gold in three years will prove embarrassing 
to any government that would want to provide adequate sup- 
plies of money to assure maximum growth. That means low 
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rates of interest induced by adequate monetary supplies. But 
low rates of interest repel foreign capital and hence weaken the 
dollar position further. We better correct the current interna- 
tional economic situation before our next recession is upon us. 


RESERVES AND TRADE 


The non-dollar world had been embarrassed by their weak 
dollar position in the 1930’s and 1940's. In order to carry on 
trade, a country needs reserves in gold or a currency convertible 
into gold. In 1938 the United States had gold reserves equal to 
584 per cent of her import trade; the rest of the world 54 per 
cent. By 1957, the respective figures were 160 and 16 per cent. 
But by June, 1959, the United States had gold reserves of 118 
per cent of its import trade and the rest of the world 16 per 
cent, and 39 per cent inclusive of dollar reserves. The United 
States position still seems safe though the large drains of 
1958-60 must be greatly slowed up and especially since of $19 
billion of gold stock the outside world holds claims of $16 
billion in dollars convertible into gold. 

The liquid position of the United States was very favorable 
in the 1930’s and 1940’s, as might be expected from the large 
imports of gold into the United States in the 1930's and 1940's. 
The situation was precarious for the rest of the world. By 1957 
the outside world had strengthened their economic position 
sufficiently so that they could now begin to use dollars, not to 
purchase goods but to increase their liquidity. This in part ex- 
plains the changed dollar situation—from a dollar shortage to a 
dollar glut which has been a big concern to American au- 
thorities. 


DOLLAR SCARCITY TO DOLLAR GLUT 


At one point in the late 1940's, the United States held 75 per 
cent of the total gold reserves outside the Soviet bloc. But in the 
1950's, the United States transferred more than $17 billion in 
gold, dollar balances and long-term government securities in 
settlement of payment deficits. These went mainly to Western 
Europe. 

In 1958 and 1959 there was a serious change in the dollar po- 
sition. Our deficits in the balance of payments were roughly 
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$3.5 billion in 1958, and $3.7 billion in 1959, and will probably 
be around $3.5 billion in 1960. Our total gold supply is now 
around $19 billion and foreign countries have short-term claims 
of about $16 of these $19 billion. In addition we have claims 
of $2 billion on the International Monetary Fund. It can be 
concluded that our situation is serious. The losses in 1960 do 
not promise to be substantially less than in 1959. 

Why this unfavorable balance is particularly troublesome is 
that with concern about our reserve position, the authorities are 
not free to provide the nation with the amount of money it 
needs in order to maximize employment and output. We have 
been fortunate since 1933 in that we have not had to worry 
about our gold reserves, and now for the first time in a genera- 
tion we are seriously concerned. Our large loss of reserves offers 
support for the party in power to push their unfortunate re- 
strictive monetary policies. Now they can argue that in order to 
achieve a healthy balance of payments and stop the loss of reserves, 
we have to have dear money and high interest rates. For high 
interest rates bring about an importation of capital and, there- 
fore, an increased demand for dollars, and hence reduced losses 
of reserves. But, unfortunately, a high money rate cuts down 
employment and output and, therefore, reduces incomes, and 
with low incomes we import less, and this improves our balance 
of payments. In order to improve our balance of payments, and 
increase our exports and reduce our imports, we do considerable 
harm to our economy. To improve our exports, which account 
for 4 per cent of our GNP, we sacrifice a substantial part of the 
remaining 96 per cent. 

Should our reserves continue to decline at anything like the 
rate of the last three years, we may either have to deflate our 
economy with disastrous results, or else we would have to re- 
solve our problem by depreciating the dollar and raising the 
price of gold. By raising the price of gold, we can attract more 
gold and stop the outflow. This, of course, is true in so far as 
the devaluation (the dollar reduced in value vis-a-vis gold) is 
not followed by a corresponding rise of prices in the United 
States. But we have every hope of avoiding both of these cor- 
rectives. We intend to stop the loss of gold and thus exclude 
extreme measures. 
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Wuat Has BrouGHT ABOUT THIS CHANGE IN 
Our DOLLAR PosITION? 


A popular argument, especially in the Eisenhower Adminis- 
tration, is that the increase in wage costs has been the crucial 
factor. The President and the Chairman of the President's Eco- 
nomic Council especially leaned towards this explanation. But 
the figures do not support this position. The percentage change 
in hourly earnings in the United States and five European coun- 
tries from 1950 to 1958 was as follows: 


United United 





States Kingdom Germany France Italy Belgium 
1955-58 +138% +19% +28% + 31% +16% 424%, 
1950-58 +46% +71%, +80% +129% +48% not available 





Clearly the United States has done relatively well: the rise 
of wage rates has been substantially less than abroad. 

Perhaps a more meaningful index is one that takes into ac- 
count not only wage rates but also productivity and fringe bene- 
fits, and hence compares labor costs. Such a study has been made 
in the United Nations Economic Survey of Europe. It is clear 
that our labor costs (wages corrected for fringe benefits and 
productivity) have not increased as much as our most important 
competitors, and our price movements are not significantly out 
of line. There is, however, some evidence of larger relative rises 
of export prices in the United States. 


Ratios of 1958 Indexes of Percentage Increases 
of Wages and Prices 
(Average Index 1954-1956 = 100) 








West United United 

Belgium France Germany Italy Kingdom States 

Wage cost for industry 107.4 108.9 107.8 97.9 107.8 103.0 
Wholesale prices 100.7 121.1 105.3 100.7 107.7 106.6 





But a word on the special case of steel. With 1953 as 100, the 
wholesale price of steel in Belgium was 97 in 1959; in France, 
101, in Germany, 109, and in the United States, 136. This per- 
haps suggests one reason why our percentage of export in steel 
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to all exports has declined greatly since 1954-56. The decline 
was from 20 per cent in 1954-56 to 15.1 per cent in 1958, sug- 
gesting a much greater decline than in our total exports. 

It will be recalled that the staff of the Joint Economic Com- 
mittee estimated that 40 per cent of the inflation in non-foods 
since 1947 and over 50 per cent since 1953 is explained by the 
inflation of steel prices. By 1958 prices of primary metals had 
risen 93 per cent over the 1947 level, by far the largest increase 
based on value added. From 1947 to 1959, prices of metals and 
metal products had risen by 54 per cent against a 19 per cent 
general rise. 

A second consideration is our trade and tariff policy. It is 
clear that the United States has been in the forefront in reduc- 
ing tariffs and trade restrictions generally ever since the original 
Hull Reciprocal Trade Agreements in 1934. The rest of the 
world, particularly Western Europe, has operated in a some- 
what different manner. Indeed, they have joined us on recipro- 
cal trade agreements, but they have also implemented these 
agreements or rather neutralized them by large increases in re- 
strictions through quotas, exchange control, and similar meas- 
ures. To some extent these European policies might be justified 
so long as dollars were scarce because in this way they could 
protect their foreign exchange position. Perhaps this was the 
most effective way for the non-dollar world to protect their re- 
serves; but there is no longer any justification for measures of 
this kind when glut rather than shortage prevails in the dollar 
market. Western Europe should do everything possible now to 
slow down the loss of U.S. reserves, and the most obvious ap- 
proach is to stop discriminating against our exports. 

In view of these considerations it is all the more lamentable 
that through the Common Market and the Free Trade Area in 
Western Europe—and these areas account for about $40 billion 
or 40 per cent of all world imports—the result is going to be 
further discrimination against United States trade. In other 
words, the effect is likely to be greater excess of dollars, further 
pressure on our gold reserves, and greater shortages of non- 
dollar currencies. 

Still another explanation of the change in the dollar position, 
as reflected in large losses of gold and the accumulation of dol- 
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lar balances by foreigners, is the great amount of financing of 
the rest of the world by the United States. Here the contribu- 
tions of the United States government are especially important. 
On private account, the balance of receipts and payments of 
international accounts was roughly in balance in 1958 and 
1959. The government account is another matter. 

Next, the loss of competitive position is often given as an ex- 
planation of the increased difficulties in the U.S. balance of 
payments. Yet we have seen that the relative wages movements, 
corrected for productivity and fringe payments, do not seem to 
point in this direction. 

But an examination of manufacturing prices gives a some- 
what different picture. In an analysis of the situation by GATT, 
the conclusion was drawn that rising manufactured priccs in 
the United States had helped contribute toward the decline in 
the exports of the United States. The point was also made that 
the leveling off of activity in other industrial countries resulted 
in a large fall of exports of crude materials, fuels, and metals 
from the United States. And when the recession came, there 
was not the expected drop in prices that generally accompanies 
a recession. In the 1958 recession year U.S. imports dropped by 
only 2 per cent as compared to an average of 11 per cent for 
eight other industrial countries. 

An inflation may be more costly in international position 
these days because prices seem to respond less than they have in 
the past in recession periods. Hence, as exports fall and imports 
rise and gold leaves the country, the usual price correctives may 
not operate. Particularly where prices are largely administered, 
the effect is likely to be a greater stability of prices and, there- 
fore, a failure to achieve the downward adjustments of prices 
that are expected from a loss of gold and dollars to foreign 
interests. 

The GATT report concludes as follows: 


. . . In view of such factors as the influence of commodity compo- 
sitions on the unit-value index, the long-term structural changes, 
and the fact that some markets were hit more severely by the reces- 
sion than others, the evidence seems to be insufficient to claim that 
the price development in the United States is the single most im- 
portant cause of the relative and absolute decline in the country’s 
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exports of manufactured goods. Nevertheless, the United States has 
lost much of the superiority it had in productivity during the years 
immediately following the Second World War, while, at the same 
time, Western Europe and Japan have greatly improved their abil- 
ity to deliver promptly all kinds of manufactured goods. Prices, 
therefore, play a more important role than hitherto, and U.S. ex- 
ports are, consequently, more sensitive to rises in labor costs than 
had been the case earlier. 


With 1953 as 100, the report concludes that unit-value in- 
dexes of exports of manufactured goods in the United States 
was 113 in 1958, 107 for Canada, 110 for United Kingdom, 103 
for Germany, 99 for France, 101 for Italy, and 94 for Japan.? 
These figures do, indeed, suggest a deterioration of competitive 
position to some extent. 

And yet when one studies the trend of United States exports 
in the world picture the situation does not seem to be serious. 
Indeed, from 1938 to 1948, our share rose from 14 to 2214 per 
cent, and then gradually declined. It was 17 per cent in 1954, 
but by 1957 our ratio was up to 19.4 per cent and then took a 
big drop to 17.2 per cent in 1958. But the 17.2 per cent is not 
far out of line with our percentages from 1950 on. The year 
1957 was unusual in part because of the great prosperity abroad 
and also the effects of the Suez crisis. Moreover, a number of 
other temporary factors affected the situation adversely in 1958, 
among them a large decline of cotton exports due in part to a 
change in policy; and also the recession which was accompanied 
by an unexpected stability in imports by American consumers 
but nevertheless by a reduction of European imports from the 
United States; and these affected especially exports of agricul- 
tural products. 

In the 1950’s the industrial countries tended to gain generally 
in the world total of exports, and particularly Germany and 
Japan improved their position greatly as a result of recovery 
from the war. The gains of Germany and Japan explain to a 
considerable extent the decline in the United States. This rela- 
tive change might very well be expected. But what should be 
emphasized is the point that although the United States exports 
held up reasonably well, they did not hold up well enough, 


* International Trade, 1957-58, July 1959, pp. 107-108. 
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given the particular burden put upon them through the in- 
creased payments that had to be made abroad especially by the 
United States government. 

It is also of some interest that our exports to Europe as a per- 
centage of total exports declined in the 1950’s as might be ex- 
pected as our aid was cut and Europe recovered. Our imports 
from Europe as a percentage of total trade greatly increased. 
Both our exports and imports to and from Asia and Africa 
tended to decline in relation to our total export-import trade. 
This is of some significance for our political relations. 

In general, our proportion of exports of finished manufac- 
tured goods in relation to all our exports tended to decline in 
the 1950's. But from 1956 to 1958, there was actually an in- 
crease from 58 to 62 per cent. Our imports, i.e., the relative 
share of finished manufactures to total imports, tended to rise 
greatly from 1946-50 to 1958, from 18 per cent to 31 per cent. 

Whereas United States manufacturing exports were un- 
changed at $9.7 billion in 1959 from 1956, in Germany the rise 
was from $6.3 to $8.7 billion, in the United Kingdom from $7.3 
to $7.9 billion, in France from $3 to $4.2 billion, in Japan from 
$1.8 to $3.0 billion. The effects of recovery abroad are evident 
here. 


ERRORS OF THE EISENHOWER ADMINISTRATION 


It is clear that the Eisenhower Administration is not without 
blame for this revolutionary change in our dollar position. 

First, they have given excessive help to Western Europe, and 
not enough to the underdeveloped countries. This is evident, 
for example, in the trend of trade in relation to the underde- 
veloped countries. It is also evident in the trend of reserves. For 
example, from 1948 to 1959, total gold and foreign exchange 
reserves for the world rose from $46.5 to $56.5 billion; but de- 
clined from $24.4 to $19.5 billion for the United States. In this 
period the gains were concentrated very largely on Continental 
Europe with a gain of $11.5 billion. The other sterling coun- 
tries lost reserves and Latin America gained only $200 million. 
From 1955 to 1959 the trend was similar, with underdeveloped 
countries losing ground and developed countries gaining 
greatly except for the United States. 
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A second serious blunder by the Administration was its tend- 
ency to push liberal trade programs vigorously in this country 
without demanding equal treatment abroad. The result was, of 
course, a tendency to discriminate against American exports 
and, therefore, to weaken the dollar. A good example of this is 
the agreement the United States made with Japan to encourage 
Japanese imports several years ago. Under the GATT Agree- 
ment a number of the Western European countries refused to 
provide similar privileges to Japanese exports. The Common 
Market and the Free Market in Europe are likely to injure the 
United States international position, because these countries 
will reduce barriers among themselves and maintain discrimina- 
tory tariff rates against the United States. There will be more 
trade among them and less trade, relatively and possibly even 
absolutely between them and the United States. The United 
States has not pushed its interests in the formative period of 
these organizations, and especially in view of the changed dol- 
lar situation. 

Still another mistaken policy of the United States Adminis- 
tration has been its ineptness in dealing with the International 
Monetary Fund. This country has put close to $2 billion in 
dollars at the disposal of foreigners seeking additional curren- 
cies abroad. When the dollar was the only convertible currency, 
and the one most widely demanded, there was some excuse for 
this sacrificial offer of dollars through the IMF to all who 
sought dollars. But in the last few years with convertibility 
widespread and the dollar weakening, this country should have 
insisted upon countries purchasing other currencies rather than 
dollars. These accumulations of dollars, of course, result ulti- 
mately in increased demands for gold. 

Another failure of the United States Administration has been 
its unwillingness or reluctance to provide adequate credit facili- 
ties for exports from the United States as well as insurance and 
similar services, inclusive of information on foreign markets. 

The unjustifiable rise of prices in some segments of the econ- 
omy, and notably in steel, as well as the unprecedented peace 
time inflation of 8 per cent in a recent period of three years 
suggest the failures of anti-trust policies and the ineptness in 
dealing with inflation. The resultant rise of prices in some areas 
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hurt our export position. Then, in view of the continued 
change of the dollar situation, the United States long ago 
should have taken some responsibility for guiding capital ex- 
ports abroad and not encouraging them excessively. 

Finally, the United States failed to put an adequate share 
of the burden of financing the rest of the world on Western 
Europe. In view of the improved liquidity abroad, a strong 
effort should have been made a few years ago to impose upon 
Western Europe an increased responsibility for financing 
NATO, and the financing of the underdeveloped countries. 


Wuat Can Be Done Now? 


First, obviously we should do everything possible to push our 
exports abroad because the more we can increase our exports, 
the more assistance we can give to underdeveloped countries, 
and the more likely will we stop the outflow of gold and the 
accumulation of dollars belonging to foreign interests. 

Second, we should demand an end to discrimination against 
United States exports abroad and an end to restriction of cap- 
ital movements abroad to United States and other countries 
from countries with adequate reserves. 

Third, we should insist on our rights in preventing discrim- 
ination against United States exports in the Free Market and 
the Common Market. 

Fourth, to ease the dollar situation and strengthen demand 
for dollars, the United States government should insist on 
greater freedom of transfers of capital and profits from foreign 
countries where American capital is invested. 

Fifth, if these measures do not prove adequate, then the 
United States government should reduce off-shore purchases, 
that is, purchases abroad under U.S. aid programs in conjunc- 
tion with our aid and defense programs. 

Sixth, the government should cut down on military aid where 
the advantages of this kind of aid are dubious. 

Seventh, if despite these efforts, the loss of reserves continues 
at a disconcerting rate, the government should discourage ex- 
portation of capital and notably the tendency of American cor- 
porations to open branches abroad as a means of penetrating 
markets otherwise difficult to penetrate. 
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Eighth, any restriction on imports should only be taken as a 
last recourse if all these other measures do not succeed in stem- 
ming the tide. 

Finally, it would be helpful to eliminate the 25 per cent legal 
requirement of Federal Reserve against deposits and currency 
of the Federal Reserve Banks. This particular requirement is 
nonsensical at best because the reserve is there only to be used, 
and it is unwise to sterilize the gold held against Federal de- 
posit and note liabilities. 

In short, what is required is a reduction of our deficit run- 
ning at the rate of about $3 billion. Improved competitive po- 
sition and easier access to foreign markets might easily yield $2 
billion additional of exports (10 per cent of the current level). 
It is also possible that the rest of the industrial world might as- 
sume about 25 per cent ($2 billion) of our loans, grants, and 
military spending abroad. Then this country could increase its 
aid to underdeveloped countries by a billion dollars annually, 
and more later. 














THE UNITED STATES BALANCE OF PAYMENTS 
AND ECONOMIC AID 


G. C. Hufbauer' 


UNITED STATES PAYMENTS DIFFICULTIES 


T may happen that American gold losses will be greatly re- 
I duced during 1961 and succeeding years without recourse 
to restrictive policies or flexible exchange rates. Perhaps a com- 
bination of fortuitous circumstances, both in America and 
abroad, will significantly lower the overall deficit from its 1958, 
1959 and 1960 levels. In league with higher United States 
Treasury Bill rates and a Kennedy Administration as deter- 
mined to “defend” the dollar as its predecessor, the gold ex- 
port component of the remaining deficit might be converted to 
untroublesome increases in foreign holdings of dollar assets. 
Personally I doubt whether events will prove so favorable. 

In the first place, it seems improbable that foreign central 
banks and private institutions will accumulate dollars as eagerly 
during the next few years as they did during the ’fifties, regard- 
less of the Treasury Bill rate. While excluding the possibility 
that existing foreign-owned short-term dollar assets (some $18 
billion at the close of 1960) will be converted to gold, I suggest 
fresh American deficits may be more inclined to take a metallic 
than a paper form. Confidence in the dollar as a gold-equivalent 
was sufficiently great in 1959 so that an average 3.4 per cent 
Treasury Bill rate could persuade foreign central banks and 
private institutions to increase dollar assets rather than pur- 
chase domestic currencies or import gold. Whether the same 
holds now that United States gold stocks have fallen below the 
level of outstanding foreign-owned, short-term dollar assets re- 
mains to be seen.? To be sure, higher interest rates may induce 
American holders of speculative capital and some foreign indi- 
viduals to purchase bonds in New York rather than London or 

* Research Student, King’s College, Cambridge. I am indebted to Professors 
J. E. Meade, G. Haberler, and S. E. Harris, and members of their seminars for 
valuable comments on this paper. 

* Survey of Current Business, March 1960, p. 10, and the Economist, November 


26, 1960, p. 932, ascribe to the Bill rate a strong influence over the gold com- 
ponent of the deficit. 
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Frankfurt. However, less than a third of 1960's deficit can be 
attributed to interest-sensitive capital flows. And if the depres- 
sionary implications of higher interest rates are counteracted by 
(much needed) expansionary fiscal policies, the worsening on 
the balance of payments current account could easily exceed 
the improvement on autonomous capital account. 

Quite conceivably the new Administration faces an annual 
deficit in the neighborhood of at least $4-5 billion, taking into 
account Eisenhower's lame duck measures, unless unforeseen, 
fortuitous circumstances suddenly intervene. Since eliminating 
the entire deficit may prove essential to halting sizeable gold 
exports, regardless of the interest rate, President Kennedy may 
be forced to pick and choose among alternative balance of pay- 
ments correctives. In theory the range of correctives available 
is very broad indeed. The Administration could attempt to slow 
price inflation or even depress prices; but in practice it is diffi- 
cult to see how concomitant unemployment and retardation of 
economic growth could be avoided.* I should think it unwise to 
treat our European military commitments as a balance of pay- 
ments variable; and the adoption of commercial restrictions 
must be especially repugnant to anyone familiar with the real 
benefits of international trade. Moreover, if the United States 
resorted to higher tariffs and stricter quotas a pattern would be 
set for other nations facing payments difficulties, and a good 
portion of the GATT’s progress might soon be reversed. 

Scrimping on aid programs can merit little favor if only be- 
cause cutting aid would yield meagre payments improvements. 
Nearly all aid is tied to the purchase of American goods, sug- 
gesting that a reduction in aid would produce an almost 
equivalent reduction in exports.* It might be contested that 
eliminating tied aid would induce former recipients to pur- 
chase commercially from the United States goods they had been 
receiving on grants and loans. Even if this were the case my 
feeling is that America ought to go about expanding aid, not 


*N. Kaldor in “Economic Growth and the Problem of Inflation,” Economica, 
August 1959 and November 1959, has a good discussion of the relationship be- 
tween inflation, employment, and economic growth. 

*In October and November 1959 the Eisenhower Administration proceeded to 
tie most aid (The New York Times, October 20, 1959, November 17, 1959), and 
in November 1960 the President himself issued a directive forbidding offshore 
aid purchases (The New York Times, November 17, 1960). 
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contracting it. But since 78 per cent of the $2.2 billion net 
grants and credits extended by the United States to underde- 
veloped countries in 1959 accrued to nations with less than $4 
billion aggregate reserves,° commercial purchases of present aid 
goods would necessitate restricting imports from other sources. 
To argue that underdeveloped countries in the Middle East 
and Asia would reduce industrial imports from Western 
Europe and Japan to buy American industrial goods, or that 
American rather than Australian wheat would be commercially 
purchased, is to ignore the rationale behind tying aid. 

Control, either directly or through tax measures, of private 
capital flows might be one of the least objectionable deficit cor- 
rectives even though novel to American experience. Destabiliz- 
ing money flows are frequently not altogether welcomed by the 
recipients—compare the restrictions imposed last year by 
Germany and Switzerland on foreign funds—while they can be 
genuinely harmful to the interests of the United States. By the 
same token there is little social benefit to permitting Americans 
to purchase and hold gold abroad. In view of the well-known 
industry and country biases of private direct investments there 
cannot be much objection to tax measures promoting the re- 
patriation of foreign-earned profits (which provide the bulk 
of direct investment financing) and penalizing fresh flows 
abroad. 

However, if the control of private capital (directly, through 
tax measures, and via the interest rate) proves insufficient to 
correct adverse gold flows, exchange rate adjustment surely 
must be considered. There are two legitimate non-psychological 
objections to an exchange rate solution if it involves depreciat- 
ing the dollar against gold. First, those countries which have 
accumulated dollar assets rather than gold during the postwar 
years would be penalized. Second, the U.S.S.R. and the Union 
of South Africa would reap windfall gains. Both these objec- 
tions can be overcome if the surplus continental European 
countries (and perhaps Japan) can be persuaded to appreciate 
both against the dollar and gold or to let their currencies fluctu- 
ate 10 per cent either way around current pegs. President Ken- 


* Foreign Grants and Credits of the United States Government, December 1959, 
and International Financial Statistics, November 1960. 
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nedy might make definite suggestions along these lines. But if 
diplomatic pressure fails to secure appreciation, the exchange 
rate solution becomes considerably more difficult. It is always 
easier to adopt one more trade restriction or cut back military 
expenditures on the margin than to depreciate, especially as 
many Americans regard the price of gold as a pillar of social 
stability. Nevertheless, should the Administration be convinced 
of the merits of depreciation as opposed to other deficit cor- 
rectives, it must avoid the possibility that all currencies might 
follow the dollar down. Towards this end the Administration 
might first suspend gold exports. The dollar price of most cur- 
rencies would be unaffected, but the deutsche mark, the lira, 
and certain other currencies would be subject to almost irre- 
sistable pressure to appreciate against the dollar. (This pres- 
sure would emanate from three sources: ordinary trade sur- 
pluses, repatriation of dollars by private institutions, and 
speculative inflows.) 

Now if the surplus countries appreciated sufficiently—against 
both gold and the dollar—to eliminate the American deficit, the 
United States could resume trading gold at $35 per ounce. If 
the surplus countries chose only to appreciate against the dol- 
lar, a perfectly possible outcome, then if the United States 
resumed trading gold it would have no choice but to formally 
depreciate. In lieu of a prior “gold guarantee” on foreign- 
owned dollar assets those countries holding dollars would prob- 
ably not be compensated vis-a-vis the pre-depreciation gold 
price. But there are two consolations to this “breach of trust.” 
First, a large portion of foreign held dollars are in continental 
European countries which could forestall depreciation by ap- 
preciating against gold. Second, since the dollar would probably 
not need to be depreciated more than 10 per cent to correct the 
deficit,® the theoretical gold loss to central banks would be cov- 
ered easily by Treasury Bill interest payments during the past 
four years. Lest the United States comfort the Union of South 
Africa and the U.S.S.R., American authorities could suspend 
purchases of newly mined gold from both these countries. Al- 

* Based on elasticity estimates in my A.B. thesis, A Study of the Postwar US. 


Balance of Payments, April 1960 (Harvard Archives). A ten or even fifteen per 
cent depreciation would not present gold speculators with unduly large benefits. 











ee a a oe 








U.S. BALANCE OF PAYMENTS: ECONOMIC AID 143 


though other central banks might take no notice, chances are 
that gold from these sources would sell at a discount. 


EXPANSION OF AID AND THE BALANCE OF PAYMENTS 


Many influential Americans look at aid as a balance of pay- 
ments variable,’ but it would seem more sensible to view aid 
as an autonomous variable determined both by noblesse oblige 
and the desire to promote certain Western cultural values and 
political concepts. The doctrine that foreign grants and loans 
ought to adjust to the balance of payments proved satisfactory 
in the eras of Marshall Aid and dollar shortage: during those 
years no conflict existed with the general dictum that the ad- 
vanced nation ought to help war-torn and underdeveloped 
countries. Today favorable balance of payments circumstances 
confront a different set of nations, leading to the faintly ridicu- 
lous proposition that Italy and Japan ought to provide capital 
to underdeveloped areas while the United States and United 
Kingdom stabilize or reduce their aid programs. While Italy 
and Japan ought not to embarrass American proponents of ex- 
panded foreign aid by running excessive payments surpluses, 
surely the existence of these surpluses does not relieve the 
wealthy nations of their responsibilities to underdeveloped re- 
gions. 

To illustrate the balance of payments problems created by 
an expanding aid program in which contributions are given 
according to a nation’s wealth and not its payments condition, 
I propose that $4 billion additional aid be given in 1961 and 
that this sum increase exponentially (at an annual rate of about 
91% per cent) to $25 billion (net) in 1980.* Although there are 
some conspicuously wealthy nations outside the United States 
and Western Europe, let us suppose that these two regions 
divide the 1961 aid bill according to their respective Gross Na- 
tional Products measured at current exchange rates: the United 

* For instance, Foreign Affairs, April 1960, R. B. Anderson, “The Balance of 
Payments Problem,” p. 431, and R. N. Gardner, “Strategy for the Dollar,” p. 440. 
The daily and weekly press are filled with editorials and cartoons to the same 
on The example is not wholly fanciful. See M. F. Millikan and W. W. Rostow, 
A Proposal, 1957, pp. 98-103; A. Shonfield, The Attack on World Poverty, 1960, 


pp. 77-83; P. Ritner, Death of Africa, 1960, p. 281; and D. A. Schmidt, “New 
Horizons for Aid,” The New York Times, October 23, 1960. 
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States providing some 70 per cent and Western Europe 30 
per cent. (Only the wealthier European countries, in terms of 
per capita income, are included in this reckoning—the United 
Kingdom, France, Germany, the Netherlands, Belgium-Luxem- 
bourg, Switzerland, Denmark, Norway, Sweden.) Since the 1961 
GNP of these regions will exceed $700 billion the aid bill 
would amount to about one-half of one per cent of gross in- 
come. Of $4 billion the United States would provide $2.8 bil- 
lion and Western Europe $1.2 billion. 

No one proposes that aid recipients be given cash to spend as 
they wish. Indeed, one of the major problems facing any un- 
derdeveloped country is allocating resources between consump- 
tion and investment and selecting the most suitable investment 
projects. Consequently I assume that the $4 billion is provided 
for specific projects, hopefully chosen by technicians from both 
recipient and donor countries (the donors might be well- 
advised to contribute aid through an international agency with 
a staff of experts which could review projects with the recipi- 
ents). Nevertheless aid can be considered un-tied if the choice 
of projects and the source of goods and services to fulfill them 
is uncolored by balance of payments considerations. If aid is 
un-tied a transfer problem arises when the projects selected do 
not require United States goods and services and Western 
European goods and services in the same ratio as money aid 
contributions, viz. 70:30 in 1961. Present data suggest that if 
potential aid recipients, outside Latin America, were given un- 
tied aid they would purchase from the United States and West- 
ern Europe closer to the ratio 30:70 than 70:30.° If in fact un- 
tied aid projects required imports in a 30:70 ratio and the 
United States provided $2.8 billion while Western Europe con- 
tributed $1.2 billion the United States would have a $1.6 
billion deficit to Western Europe assuming initial payments 
equilibrium. Moreover, the situation might be further com- 
plicated by nations such as Japan and Italy providing aid- 


*Some sample average ratios of imports from the United States (plus Canada) 
to imports from Western Europe in 1958 are: Egypt, 15:85; Iran, 27:73; Ghana, 
8:92; Burma, 11:89; India, 35:65; Indonesia, 33:67; Thailand, 38:62. But for 
Latin America the ratio was 63:37. (International Financial Statistics, November 
1960.) Although the marginal ratios of imports need not equal the average, there 
is no reason to suppose that they would veer in favor of the United States. 
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financed imports. And it is most unlikely that the surplus coun- 
tries would sufficiently expand imports from the United States 
and other deficit countries to eliminate the transfer problem. 

The obvious method of avoiding the transfer problem is to 
inject balance of payments considerations into both the selec- 
tion of projects and the source of goods and services to fulfill 
them. Besides there are non-payments reasons for the donor 
preferring tied projects: a particularly good example is that 
Americans might like to see Indonesians educated at the Uni- 
versity of California rather than at the Sorbonne. However, in 
view of the cultural similarities between Western Europe and 
America I would not attach much weight to these non-payments 
reasons for tied aid so long as the project was fulfilled within 
the North Atlantic community. A minor drawback to project 
tying is that projects might tend to be those which would have 
been undertaken with the use of the donor’s commercial ex- 
ports. Thus the aid recipient may reallocate its own export re- 
ceipts away from the goods of the creditor nation. Although 
such reallocation would seem easily spotted in practice, the 
donor might prefer a general tying agreement to individually 
tied projects. A general tying agreement would specify that the 
aid recipient import more American goods and services than 
in the absence of aid, but it would leave the types of additional 
imports to the option of the recipient. The additional amount 
of imported American goods could be greater or less than the 
amount of aid, and even in the latter case general tying might 
be better than project tying from the recipient’s viewpoint. For 
instance under project tying the machinery for a Brazilian ce- 
ment factory would come directly from the United States. Un- 
der general tying the machinery might come from Germany, 
and Brazil might import more than an equivalent dollar 
amount of textiles from New England instead of Lancashire 
and still be better off. However, the example reveals the other 
side of the general-tying coin: the balance of payments burden 
is placed on the country whose products, at prevailing exchange 
rates, are least competitive with those of the United States.1° 


“I am indebted to Professor J. E. Meade for pointing out this serious defect 
to general tying agreements. 
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For this reason it would seem wiser to give tied project aid than 
embark upon general tying agreements. 

The inefficiencies of tied aid are too familiar to require em- 
phasis here. A rough measure of the inefficiency of tied aid is 
the per cent of a country’s aid contribution transferred through 
multilateral trade if the transfer problem is solved by adjusting 
exchange rates rather than tying aid. For example, if Denmark 
contributed $15 million to underdeveloped nations it is likely 
that in the absence of tied aid the whole sum would be provided 
by foreign exchange raised both by reducing imports from Eu- 
rope and the United States and selling more dairy products to 
them (assuming that the total of import and export demand 
elasticities exceed unity). To ship $15 million of dairy products 
to underdeveloped countries would not be perfectly useless but 
it would be almost 100 per cent inefficient in the sense that de- 
veloping nations would seldom select, and foreign technicians 
would seldom recommend, such commodities for project aid. 
On the other hand if the United States gave $2.8 billion aid 
and after an appropriate depreciation the recipients imported 
from the United States $1.4 billion of project aid goods while 
the other $1.4 billion represented greater commercial exports 
and fewer imports, tied aid could only be considered 50 per 
cent inefficient. The moral is that tied aid given by a country 
like the United States with a vast range of products is less in- 
efficient than when given by a mono-commodity nation. Never- 
theless tied aid almost always leads to some inefficiency: one 
doubts that even if Germany gave un-tied aid (especially 
through an international agency) all the projects would turn 
out to require German goods and services. 

If aid is given on a bilateral basis one of the simplest ways of 
reducing tying inefficiencies is for potential surplus countries 
to give un-tied aid so that potential deficit countries need not 
attach strings to all their grants and loans. In our earlier ex- 
ample, provided Europe does not tie aid, $.4 billion of her 
contribution will be used to purchase United States exports, so 
that America need only tie $2.4 billion rather than her entire 
$2.8 billion contribution. An international agency could also 
reduce tying inefficencies by seeing that each contributing 
country exported just as many goods and services for develop- 
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ment projects as it provided money aid—no more, no less (the 
same result would be achieved under bilateral circumstances if 
each country tied all its aid and there was a perfect matching, 
in terms of optimal economic suitability, between donors and 
recipients). Additionally an international aid agency could re- 
duce pre-existing balance of payments disequilibrium (at the 
expense, to be sure, of efficient resource allocation) but without 
creating the hardships of general tying agreements. For in- 
stance, if the United States had a payments deficit of $.3 billion 
and Germany a surplus of the same size an international aid 
agency could require project aid to be spent so as to adjust the 
disequilibrium. Thus the export subsidy feature of a general 
tying agreement would be preserved without putting the com- 
petitively weakest country in payments difficulty. 

Although considerably more academic than tied aid, flexible 
exchange rates are a possible solution to the transfer problem. 
Aside from the two arguments mentioned earlier against de- 
preciation as a corrective to our present deficit, there are two 
additional reasons for not employing exchange rate variations 
to solve the aid transfer problem. 

In the first instance, suppose that the Kennedy Administra- 
tion sufficiently depreciated the dollar not only to correct the 
deficit but also to generate a $2.0 billion surplus. Then on the 
assumption that 30 per cent of un-tied project aid would come 
home, the United States could extend $2.8 billion more aid to 
underdeveloped regions whether or not Europe also provided 
an extra $1.2 billion. But payments difficulties would arise if 
the United States attempted to expand its un-tied aid faster 
than the expansion of its current account surplus. Our pro- 
posal that 1961’s $4 billion additional aid expand to $25 billion 
in 1980 implies an annual growth in aid expenditures of about 
91% per cent. Barring a much higher rate of inflation in West- 
ern Europe and Japan than in the United States, our current 
account surplus is not likely to grow at 914 per cent. In fact, 
one would not expect it to grow any more rapidly than trade; 
and in the 1950-1959 period United States exports increased 
about 614 per cent a year. Consequently, unless aid expansion 
were slowed at least to the rate of trade expansion the United 
States would face periodic depreciation (or Western Europe 
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appreciation). The cumulative adjustment in exchange rates 
would stop only when the development projects selected re- 
quired the same percentage of United States goods as the 
United States provided of total money aid. Reversely, if the 
United States slowed the rate of increase of aid contributions 
significantly below the growth rate of trade after having estab- 
lished a large current account surplus, the dollar would prob- 
ably have to appreciate against Western European currencies. 
In short the exchange rate solution is something of a tightrope: 
it requires accommodation of aid to the balance of payments 
in order to avoid periodic, and perhaps cumulative, exchange 
rate adjustments. Needless to say, the prospect of frequent vari- 
ations in exchange rates argues strongly against un-tied aid. 
There are few proponents of larger foreign grants and loans 
who would rather see smaller amounts of un-tied aid than 
larger quantities of tied aid.11 However, since a slightly larger 
depreciation would allow the Kennedy Administration initially 
to expand aid on an un-tied basis, the exchange rate solu- 
tion to present difficulties deserves consideration on this effi- 
ciency count also. 
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The second reason for not employing exchange rate adjust- 
ments to solve the aid transfer problem is that the depreciating 
country must accept a real income loss in addition to its aid 
contribution on account of the terms of trade effect. For the 
United States this is a negligible consideration, but for many 


“For an ardent defense of tied aid see A. Shonfield, op. cit., pp. 160-62. 
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small, mono-export European countries heavily dependent on 
trade this is a very important argument against depreciating 
indeed. Clearly the difference between the total real income 
loss (Y) and the amount of aid (A) is a function of the sum (E) 
of the contributing country’s import and export demand elastic- 
ities, assuming that the amount of aid equals the balance of 
payments improvement arising from depreciation and that the 
import and export supply elasticities are infinite. The diagram 
roughly portrays the functional relationship. When the sum of 
elasticities is unity, the balance of payments improvement 
which can be secured by depreciation is zero. Consequently the 
difference bewteen Y and A approaches infinity as E approaches 
unity. Since the sum of import and export demand elasticities 
for many European countries is only slightly larger than one, 
they would have to part with a good deal more income (pro- 
portionally) to effect the aid transfer under an exchange rate 
approach than the United States. As a result, certain European 
countries might be even less enthusiastic about un-tied aid 
than America. Moreover, some aid recipients could also be ad- 
versely affected by terms of trade effects; those selling most of 
their exports to depreciating countries and purchasing their 
imports from appreciating nations would be especially suscepti- 
ble to a terms of trade squeeze. Of course, for every nation los- 
ing from terms of trade effects there will be beneficiaries. But 
as losses are likely to be concentrated and windfall gains wide- 
spread, the opposition to un-tied aid on this count may be con- 
siderably more vocal than its support. 

As a rather more interesting, if less practical, method of en- 
larging development capital, aid might be coupled with inter- 
national monetary reserve expansion along the lines of Keynes’ 
Bancor scheme.” Bancor, i.e., certificates generally accepted as 
the equivalent of gold for international payments purposes, 
given to underdeveloped countries would stimulate the exports 

U.S. Government Printing Office, Proceedings and Documents of the United 
Nations Monetary and Financial Conference, volume II, 1948, pp. 1548-1573, for 
Keynes’ original plan; or R. Triffin, Europe and the Money Muddle, 1957, pp. 
93-109 for a readable summary. Triffin has proposed an improved variation of 
Keynes’ plan in Gold and the Dollar Crisis, 1960, pp. 102-120. Moreover he pro- 


vides for loans to underdeveloped countries via IBRD-type bonds, but only as a 
sub-objective of his scheme. 
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of industrial nations and tend to swell their monetary reserves. 
However, Bancor aid would not necessarily place the real bur- 
den of aid on the wealthy nations in proportion to their GNPs. 
In order to achieve the real transfer of income when aid is given 
in national currencies, the donors’ payments must be in bal- 
ance; but to secure real transfers under Bancor aid surpluses 
must be created. A wealthy nation not choosing to run an ap- 
propriate balance of payments surplus could easily and per- 
manently neglect its share of the contribution to aid recipients. 
Against this objection must be weighed the consideration that 
Bancor aid, in contrast to aid granted in national currencies, 
bypasses any motivation for tying agreements. Moreover, it 
might even bypass some of the chauvinistic arguments against 
aid proposals and enable greater real contributions to the de- 
veloping countries. Due to its expansionary effect on monetary 
reserves,’ Bancor aid might even hasten the removal of trade 
barriers. 

Unfortunately Bancor aid carries inflationary implications. 
A unit of Bancor aid, like any other autonomous expenditure, 
will increase world money income by the familiar multiplier. 
In certain obvious circumstances this is a welcome aspect, but 
large amounts of Bancor aid (e.g., $25 billion) could lead to ex- 
cesses. Therefore, apportioning votes on the Bancor Aid Coun- 
cil, the issuing and administering agent of Bancor aid, accord- 
ing to the size of each nation’s payments surplus would sensibly 
encourage compensatory taxation and thus tend to counter 
some of the inflationary implications. Additionally this seems a 
fair system of representation since a country’s payments surplus 
indicates roughly its real aid contribution under a Bancor aid 
scheme (compare the inequitable voting system, vis-a-vis each 

™ Mathematical formulation of Bancor aid’s effect on the world monetary 
reserve to import ratio is omitted as too problematical and tedious, However 
Bancor aid probably increases imports by a factor considerably above unity. If 
the amount of Bancor aid were expanded exponentially from $4 billion in 1961 
to $25 billion in 1980, the total reserves created would be $230 billion. Projecting 
recent rates of import and monetary gold stock growth and assuming foreign 
exchange reserves to remain unchanged, the 1980 reserve:import ratio would 
lie in the neighborhood of its present value of .63 (International Financial Sta- 
tistics, November 1960) if the factor of import expansion for a unit of Bancor 
aid was between six and three. Under the same projections and assumptions this 


ratio would fall to the neighborhood of .23 in 1980 in the absence of Bancor aid. 
R. Triffin, op. cit., pp. 35-62 has a good discussion of reserve adequacy. 
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nation’s real contribution, of the World Bank). To be sure, 
payments surpluses can arise from additions to monetary gold 
stock and deficits of other countries as well as the creation of 
Bancor, but untangling the origin of a given payments surplus 
is both difficult and, from the viewpoint of checking inflation, 
pointless. (It will be noted that if Bancor aid were issued in 
sufficiently large quantities the present American deficit could 
even be eliminated.) But if Bancor Aid Council votes were ap- 
portioned according to payments surpluses, it might be wise to 
tally surpluses over a three or four year period rather than an- 
nually in order to avoid rapid changes in Council policies. 
Moreover safeguards should probably be written in the Coun- 
cil’s Constitution lest the payments position of principle voters 
lead them to adopt overly restrictive issuing policies instead of 
liberalizing their own trade barriers or appreciating their cur- 
rencies. 








PROSPECTS FOR THE U.S. BALANCE OF PAYMENTS 


A. B. Hersey? 


HE title of this paper may seem to pronounce a simple ques- 

tion and promise a definite answer. Lest readers be disap- 
pointed, they are warned that the question is not a simple one. 
We start, and we shall end, with a presumption that the future 
of the U.S. balance of payments at this moment—like most fu- 
tures economists have faced in the past—is full of new things 
that will defy our attempts to guess what they are before they 
come. 

Appraisals of the state of the U.S. balance of payments have 
fluctuated wildly in the last few years. In the mid-1950’s, ana- 
lysts were preoccupied with the balance-of-payments problems 
of other countries. The United States for many years made pay- 
ments on current and capital account in excess of its receipts, so 
that other countries added to their holdings of U.S. dollars. 
This was oftener called a contribution towards long-run world 
equilibrium by the United States than a worrisome deficit in 
the U.S. balance of payments. In 1958 and 1959, for the first 
time in a very long while, the man in the street began to hear 
of the U.S. balance-of-payments problem. In the latter part of 
1959 and in 1960, some saw a change for the better as exports 
rose, but in the autumn of 1960 foreign exchange and gold 
markets seemed to be expressing the gravest sorts of views about 
the future value of the U.S. dollar. In the first half of 1961, 
doubters have seemed reassured, and the prevailing opinions 
have ranged from cautious optimism to forgetful optimism. 

This paper will do little more than give some hints as to use- 
ful ways of thinking about prospects for the U.S. balance of 
payments. The simple central thought of the paper is that the 
balance of payments is a multidimensional set of statistics: be- 
sides its own peculiar cross-sectional dimensions, it has the time 
dimension that any economic time series has. The moral of this 
is that, for purposes of public policy in relation to the balance 

1A modified and updated version of a paper read at a seminar at the Harvard 
Graduate School of Public Administration, October 31, 1960. Opinions and esti- 


mates are those of the author, not of the Board of Governors of the Federal 
Reserve System. 
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of payments, the facts of any present (or recent, or near-future) 
moment mean little unless they are understood as the momen- 
tary resuits of some set of forces. On such an understanding can 
be built an appreciation of possible future results of the forces, 
themselves subject to change, that act on the balance of pay- 
ments. 


PRECONCEPTIONS AS TO POLicy 


In what follows below, little will be said of public policy. It 
may be useful, therefore, to set out here some of the precon- 
ceptions that will be taken for granted. 

The United States has no overriding aim of policy to elim- 
inate the deficit in the balance of payments, regardless of any- 
thing else. If that were our only objective, many kinds of re- 
strictive actions could be put into force, from tariff protection 
on to complete exchange controls. Since, however, the national 
objectives that we have got to keep in mind in thinking about 
the balance of payments go far beyond the balance of payments 
itself, we are forced to the position that expansion of U.S. ex- 
ports, as part of a general expansion of world trade, is the main 
line by which equilibrium is to be approached. One cannot 
easily forget the need for our support of economic development 
around the world, or our position of leadership in the military 
security of the free world, or the social and political case against 
excessive unemployment within the United States. Most of us 
are agreed that flexible adjustments of trade and production 
and investment in response to market demands and supply ca- 
pabilities, with a minimum of interferences by way of subsidies 
or protective penalties on imports or arbitrary direct controls, 
are the way in which we ought to manage our international 
trade and investment. 

We want to enlarge our exports so that we can carry out all 
our proper international responsibilities—while continuing to 
conduct import trade in a way to benefit the U.S. consumer and 
to promote flexibility rather than rigidity in the U.S. economy 
—and at the same time lessen the risk that disturbances more 
acute than those we experienced in the autumn of 1960 might 
arise in the future and might force public policy into an unwise 
improvisation of emergency measures. 
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THE ANALYSIS OF EXPORTS 


Any approach to the question of how far short the United 
States is of exporting enough to meet the needs of its balance 
of payments involves both statistical measurement and judg- 
ments of interpretation. (In fact, interpretation enters right 
into the statistical process itself, for example in adjusting a time 
series like that of exports to eliminate seasonal variation.) What 
we have to do is not just to look at the table of the balance of 
payments for the latest year, or for the latest three-month pe- 
riod, but rather to look at an array of data with a time dimen- 
sion, a whole set of time series. The momentary data tell us 
very little for our purposes, unless we have some idea how the 
various elements of the balance of payments got to where they 
are at the moment, and how they are moving on. 

In this particular exercise in the analysis of time series, elim- 
ination of seasonal variation is an essential basic step. But the 
rest of the treatment cannot be handled by the conventional 
mathematical devices for separating cyclical movements from 
trend movements. A glance at any chart showing seasonally ad- 
justed total merchandise exports and total merchandise imports 
over a period of several years will demonstrate quickly that 
there have been some sharp changes in the rates of increase or 
decrease of both exports and imports in the past few years. But 
no mathematical fitting of a trend line to the data for these 
years, or for a longer period with more earlier years, will give a 
reliable trend line, to be extrapolated into the future and to 
give a useful idea of how far above or below trend the latest 
figures are. To get an idea of where we are in relation to trend, 
some outside information has got to be brought to bear on the 
analysis. 

At least four kinds of changes can occur in exports, beyond 
seasonal changes. (1) There may be changes that are very closely 
linked with changes in items on the payments side of the bal- 
ance of payments—for example, with changes in U.S. Govern- 
ment economic aid grants and loans. Or, even without much 
change in total economic aid, changes in policy with regard to 
the kinds of purposes for which aid is given may tend to push 
exports up (or down) somewhat differently than they might 
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otherwise have moved. (2) There may be changes that are re- 
lated to demand and supply variables abroad and in the United 
States, variables that can be called, for brevity, “cyclical.” This 
is a short-hand name, intended to refer to forces that are some- 
how related to business cycles abroad or here or to other tem- 
porary conditions that carry within themselves the possibility of 
reversal or other alteration; the use of the word “cyclical” for 
these forces, or for the changes in U.S. exports to which they 
give rise, is not intended to imply any regularity of recurrence 
or regularity of amplitude in the export changes called ‘“‘cycli- 
cal.”” (3) There may be special cases of the cyclical class that are 
so limited as to the kinds of exports affected, or so narrow in 
their causation, as to attract special attention. (4) Finally, there 
are changes that reflect underlying growth trends in demand 
and underlying competitive positions of the United States and 
other countries. 

We shall defer to a subsequent part of this paper any discus- 
sion of changes in exports in response to changes in economic 
aid policy. The paper is too brief to allow a discussion of “cycli- 
cal” changes in exports, vastly important though these have 
been in recent years. A few words about “‘special’’ changes may 
be useful, even at the risk of seeming to suggest—the opposite 
is intended—that they have been more important than the 
“cyclical” changes. 

In the last few years the three principal instances of “‘special” 
changes in exports have been in fuels, aircraft and raw cotton. 
In the first quarter of 1957, when total exports went above $20 
billion at an annual rate, exports of fuels were at a rate of at 
least $1 billion more than they had been at the middle of 1956 
or than they were later in 1957; this was the bulge in exports of 
petroleum products after the Suez crisis. In the second and 
third quarters of 1960, commercial aircraft exports went more 
than $.5 billion (annual rate) above their 1955-59 average, and 
then diminished considerably in subsequent quarters; these 
were new jet planes that had been on order for commercial 
airlines all over the world, and that will not need to be re- 
placed for some time to come. 

A considerable part of the big fluctuations in agricultural 
exports in 1956-57 and again in 1959-60 was in raw cotton. Dur- 
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ing the August 1959-to-July 1960 crop year about $.5 billion 
more of raw cotton was exported than in the preceding crop 
year, and the increase in rate of shipments from early in 1959 
to the peak early in 1960 was of the order of magnitude of $1 
billion at an annual rate. The reasons for these wide swings in 
cotton exports were only partly “special”; they corresponded 
in some degree also to swings in the world textile cycle—spe- 
cifically, to demands for rebuilding raw cotton stocks of textile 
manufacturers during upswings in the cycles. The “special” 
element that twice delayed the start of an upswing in U.S. raw 
cotton exports, and twice accentuated it, lay in U.S. Govern- 
ment export pricing policies for raw cotton; on both occasions, 
forthcoming reductions in export prices to be in effect during 
a full crop year were announced long before the beginning of 
the period to which they were to apply, with the result that 
foreign buying was postponed in the interim. 

If the analyst of U.S. exports can succeed in estimating, and 
so can segregate, the changes associated with changes in aid 
policy, those due to “cyclical” forces, and those he calls “spe- 
cial,” he will be left with changes that must reflect underlying 
growth trends in demand and underlying competitive positions 
of the United States and other countries. These changes he may 
call the “underlying trend,” if he likes. Unlike a mechanically 
fitted statistical trend line, this “underlying trend” of export is 
something that may undergo definite changes in slope from 
time to time, because growth trends in demand are not constant 
and because the underlying competitive position of the United 
States in relation to other countries is not constant. 

This program for analysis of exports is more easily laid out 
than performed. In the attempt at performance, one is sure to 
be baffled by the problem of deciding what changes in demand, 
or what changes in competitive position, are cyclical and what 
are of a more enduring nature. For example—and the example 
is relevant for an analysis of imports as well as one of exports— 
who is to say whether the leveling off in U.S. prices of steel and 
of machinery and transportation equipment after their long- 
continued rise up to mid-1959 has been merely “‘cyclical” or de- 
serves to be called an element of change in the “underlying” 
competitive position of the United States? Clearly, analysis of 
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exports (or of imports) involves baffling problems of interpreta- 
tive judgment. 


EXPorTs AS PART OF THE BALANCE OF PAYMENTS 


Thus far we have been thinking of exports as acted on by a 
variety of forces mainly external to the balance of payments it- 
self. To approach more closely the question of how far short the 
United States is of exporting enough to meet the needs of its 
balance of payments, it will be helpful to study the Table: 
“U.S. Balance of Payments, Rearranged.” 

The selection of periods in this table requires some explana- 
tion. The right-hand half of the table begins with the second 
quarter of 1959, when the deficit was at its worst for that year. 
The second quarter of 1960, in the next column, was the last 
period of sharp cyclical rise in exports, and preceded a sharp 
drop in imports. The fourth quarter of 1960 is the one in which 
the overall deficit reached a new maximum, and the first quar- 
ter of 1961 is the latest period for which data have been pub- 
lished at the time of writing. In the left-hand half of the table, 
the periods used are the first halves of the years 1955 to 1958; 
these iron out some of the quarter-to-quarter fluctuations, yet 
they leave clearly visible the strong upswing in exports to a 
peak in the first half of 1957 and the sharp drop from then to 
early 1959. 

The “rearrangement” of the table also calls for comment. 
The Department of Commerce publishes its balance of payments 
estimates in two forms. There is the basic table, unadjusted for 
seasonal variation, in which every item appears with its proper 
sign in the accounting, plus or minus, and no item is treated as 
the resultant of others. Then there is the summary table, using 
data adjusted for seasonality, and leading from a total of pay- 
ments to a total of receipts and then to something popularly 
called the “deficit”: “net payments balanced by changes in hold- 
ing of gold and convertible currencies by U.S. monetary au- 
thorities and changes in liquid liabilities,” to use the language 
of the Survey of Current Business. The rearrangement in our 
table is still different. At the bottom of the upper half, a balance 
is struck on current and long-term capital transactions (exclud- 
ing long-term U.S. bank loans), expressed here at its seasonally 
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adjusted annual rate. This item reappears at the top of the second 
half, in a different form: at quarterly rather than annual rates. 
This is then balanced by the remaining items. Of these, H, I, J, 
and K add up to the usual “deficit,” or, strictly speaking, the usual 
“settlement” items: gold movements and changes in foreign 
holdings of liquid dollar assets, seasonally adjusted. Along with 
these, however, we now have item F, flows of U.S. private short- 
term capital plus bank loans with maturity longer than one 
year, and item G, unrecorded transactions to the extent that 
they are out of line with the usual moderate balance of un- 
recorded receipts. A rough estimate of “normal” errors and 
omissions has been included in the first half of the table, as an 
item entering into the balance on current and long-term capital 
accounts. 

Any arrangement of the balance of payments has its draw- 
backs as well as any useful qualities, and this one is no excep- 
tion. Among its useful qualities is the new light it throws on 
familiar facts. It is interesting, for example, that in the fourth 
quarter of 1960 we were within a few hundred million dollars 
of a zero balance, seasonally adjusted, on current and long-term 
capital transactions as here defined, including an allowance for 
normal errors and omissions. This was the quarter in which the 
balance-of-payments deficit as ordinarily defined mushroomed 
to a seasonally adjusted annual rate over $5 billion, and when 
the gold movement shot up to $921 million in the quarter, or 
over $3 billion at an annual rate! How could this happen? 

Looked at one way, the conventional way, the answer is that 
there were very large outflows of private short-term capital 
(items F and G) other than recorded foreign private short-term 
capital (item H), the usual inward flow of which also turned to 
an outflow. These outflows left large increases in foreign official 
reserves, much of which went into gold. Looked at another way, 
the answer places main emphasis on the small deficit balance on 
current and long-term capital transactions; this deficit had as its 
counterpart a relatively small net change in short-term liabili- 
ties, gold reserves, and short-term private assets. 

There are good reasons for not using this particular formu- 
lation of the balance-of-payments accounts as the standard form. 
The main point, perhaps, is that the dollar is a reserve cur- 
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rency for many other countries, and we do need to keep our 
eyes focussed on buildups of our short-term liabilities, even 
when gold is not being bought from us. Increases in our private 
short-term assets abroad give us no real supplement to our gold 
reserves; in a crisis they are not mobilizable but on the con- 
trary are likely to grow more then than at other times. The 
standard formulation therefore treats outflows of U.S. private 
short-term capital and unidentified capital as transactions to be 
merged with current and long-term capital transactions in ac- 
counting for changes in our monetary reserves and in our short- 
term liabilities to the rest of the world. 

Still, for trying to assess the underlying trends in the balance 
of payments, a rearrangement that focuses on current and long- 
term capital transactions has some virtue. Of course we must 
not lose sight of the flows of recorded U.S. private short-term 
capital, or of unrecorded capital flows. (In the long run prob- 
ably we must count on a small average net outflow of the 
former.) But the wide fluctuations in both these items at certain 
times add greatly to the difficulties of finding an underlying 
trend in the overall balance-of-payments position. 

These difficulties are large enough even when short-term 
flows are put aside. It would be a very great mistake to take the 
deficit (or surplus) on the so-called “basic” accounts at any 
given moment as anything really basic. A really basic equilib- 
rium will exist only when the underlying trend values of 
exports and imports and long-term capital flows and the rest (in- 
cluding a long-run average amount of short-term capital out- 
flow) are brought into balance. To evaluate the present state 
of health of the balance of payments, then, is (1) to estimate how 
far from equilibrium the present trend values of the com- 
ponents are, and (2) to judge what slopes the various trends 
have and in what way these slopes may be changing. 

In illustrating these propositions, we shall take the fourth 
quarter of 1960 as a starting point. Long-term capital transac- 
tions in that quarter included one especially large deal in 
which a U.S. automobile producer bought out minority holders 
in one of its subsidiaries abroad. If this particular transaction is 
omitted, the current and long-term capital accounts including 
an allowance for normal errors and omissions were virtually in 
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balance. But this near balance was still far from representing a 
really basic equilibrium, since exports were benefiting from 
favorable cyclical conditions abroad while imports were low on 
account of the recession in the United States. On the other 
hand, economic aid and private long-term capital net outflows 
may have been somewhat above their trend levels. 

The net outflow of private long-term capital (lines C and D in 
the table) adjusted to exclude the Ford transaction was at a sea- 
sonally adjusted annual rate over $2 billion. The trend level 
can perhaps be considered to have been somewhat less than 
that, and the main reason why the actual net outflow was above 
trend was that inflows of foreign capital to purchase U.S. com- 
mon stocks and corporate bonds dried up temporarily during 
the second half of 1960. These inflows resumed in the first half 
of 1961. Relative to the possible fluctuations in coming years, 
the trend slope for net private long-term capital flows can be 
considered negligible. If we can assume successful efforts to 
restrain inflation in the United States, there is not much reason 
to doubt that the position of the trend in coming years will be 
much below the large amounts registered in 1956 and the first 
half of 1957, when very large petroleum investments were be- 
ing made in Venezuela. 

The net outflow of U.S. Government grants and credits was 
at a seasonally adjusted annual rate of $3.5 billion. The trend 
slope of this outflow now seems likely to be rather strongly up- 
ward. In the fourth quarter of 1960, however, the actual out- 
flow was probably somewhat above its trend value. 

Merchandise imports were at a seasonally adjusted annual 
rate of $13.7 billion, down sharply from the high level of most 
of 1959 and the first part of 1960. The trend line for imports in 
coming years is not easily to be guessed at. Imports are cer- 
tainly a function of national income, but whether imports are 
to rise less than in proportion to GNP, or more, is a function 
of the competitive position of the United States and of the 
country’s relative success in avoiding inflation of costs and 
prices. It is arguable that whatever trend line might be drawn 
mathematically through the 1955-to-1959 import figures—and it 
would be a sharply rising line—is no longer, if it ever was, a 
proper measure of the combined effects of underlying growth 
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factors and underlying competitive factors. It is arguable that 
the proper underlying trend line was rising pretty rapidly, but 
that the influence of import competition under conditions 
of no inflation since mid-1959 has been to jolt U.S. producers 
into meeting the competition more effectively, and that the 
proper underlying trend line has been bending down to a lesser 
slope than before. 

This hypothesis relates to the slope of the trend of imports, 
and says nothing about the position of the import trend. A 
crude method of judging the relation of actual imports to trend 
level imports in the fourth quarter of 1960 starts by noting that 
merchandise imports were only 2.7 per cent of GNP, both sea- 
sonally adjusted. So low a proportion as this is quite unlikely 
to be maintained in the next year or two. Something over 2.7 
per cent but perhaps under 3 per cent might be taken as the 
trend value in 1960 of this ratio. Moreover, GNP in the past 
year has undoubtedly been below its own trend level. Taking 
these considerations into account, one might hazard a guess that 
at $13.7 billion imports were something like a billion and a 
half below their trend level. 

In the case of U.S. military expenditures abroad, it is difficult 
to speak of any underlying trend at all, because the question of 
whether military expenditures abroad net of military export 
transactions will still be over $2.5 billion a year or two from 
now, or will have been reduced as a result of efforts by the U.S. 
Government to get other countries to carry a larger share of the 
burden in one way or another, is a question of policy and of 
future international political events. 

Up to this point, the conclusion suggested is that the appar- 
ent approach to equilibrium in the current and long-term capi- 
tal accounts in the fourth quarter of 1960 was not wholly 
unreal. Low imports tended to give a somewhat too favorable im- 
pression of the trend level balance, but economic aid and pri- 
vate long-term capital movements worked in the other direc- 
tion. This brings us, finally, to exports. 

The goal for merchandise exports may be defined as the 
achievement eventually of a trend value sufficiently high to 
compensate for (a) future trend increases in other components 
of the balance of payments and (b) whatever shortfall existed to 
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begin with in the fourth quarter of 1960, when superficially 
there appeared to be a near-zero balance on current and long- 
term capital accounts. That shortfall had two components: a 
deficiency in the trend value for exports as compared with ac- 
tual exports, and an excess of trend over actual net payments 
in the rest of the current and long-term capital accounts. In ad- 
dition, the long-run goal would include covering by export 
earnings a normal amount of short-term capital outflow. 

Any effort to quantify precisely the shortfall in exports and 
to assess the trend slope of future exports involves tremendous 
guesswork. Merely as an hypothesis to be amended as events un- 
fold, let us suppose that the trend value of the overall balance- 
of-payments deficit at the end of 1960 was still at least $2 bil- 
lion. Such a figure might be arrived at by assuming that the 
export trend was more than a billion below actual exports, that 
the trend value for net payments in the rest of the current and 
long-term capital accounts was more than half a billion above 
actual net payments,? and that the long-run average for short- 
term capital outflow can be reckoned at a few hundred mil- 
lion.’ 

The billion-plus difference between trend exports and actual 
exports in the fourth quarter of 1960 owed relatively little to 
“special” factors. The much-publicized bulge in aircraft exports 
was past its peak by that time, and abnormal bulges in raw cot- 
ton exports both in 1959-60 and 1960-61 were more heavily 
concentrated in the January-March quarters than in October- 
December 1960. Some of the “cyclical” swelling of exports was 
also past its peak by the fourth quarter: seasonally adjusted ex- 
ports of metals and chemicals influenced by inventory demand 
abroad were already falling off. Total nonagricultural exports 
were being sustained by rising machinery exports, but these had 
not yet gone much above what can be taken as their underly- 
ing trend. 

Actual total merchandise exports in the fourth quarter of 
1960 were not quite as high (after seasonal adjustment) as 
actual exports in the first half of 1957. In the interim, actual ex- 

*The trend value for merchandise imports alone was perhaps $114 billion 
above actual imports, but Government aid and long-term capital outflow trend 


values were below actuals. 
* Including an allowance for long-term bank loans. 
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ports, on a quarterly annual-rate basis, had fallen about $5 bil- 
lion and then risen nearly as much. The trend level had prob- 
ably risen from early 1957 to late 1960 by something like two 
billion. “Special” factors and “cyclical” factors had been far 
more important in the post-Suez-crisis export peak of early 
1957 than they were at the end of 1960. 

How rapidly the trend line of exports is now rising, or will 
rise in the next few years, is a crucial question, and a very diffi- 
cult one to answer. As in the case of imports, it is arguable that 
changes in the competitive position of the United States—for 
the worse until mid-1959, and then for the better—require us 
to think in terms not of a straight, or continuously curved, 
trend line, but of a segmented line which became flatter for a 
while and then flexed upward again. Some people take the 
optimistic, and perhaps plausible, view that the trend line for 
exports is now tilted strongly enough upward to take us slowly 
toward a really basic (trend value) equilibrium in the overall 
balance of payments. Those who hold to this view are really 
asserting their faith that our competitive position will not 
worsen but improve during the next few years and that eco- 
nomic growth will continue at a healthy pace in the rest of the 
world. 

A few words must be said now about tied exports in the Gov- 
ernment’s economic aid programs. Obviously the levels of ex- 
ports and of Government economic aid are to some extent 
interrelated. This means, for one thing, that any measurement 
of the U.S. export surplus is essentially arbitrary; the mathe- 
matical fact of an export surplus of such and such a size says 
nothing in itself about U.S. competitive ability. If the trend of 
economic aid is rising and a considerable part of economic aid 
is tied to U.S. exports, obviously total exports are helped to 
rise. 

We do need to consider, however, whether the apparent shift 
in the export trend line since 1959 has been significantly 
affected by changes in the composition of aid or by changes in 
aid policies. One may suspect that a careful study of this question 
would not suggest that either the level or the trend of exports 
has been pushed up lately any more than they were being 
pushed up a few years ago or than they will be a year or two 
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hence. In other words, there may have been a moderate push 
of this kind fairly continuously for some time, and this may be 
expected to continue. Two noteworthy developments have 
been (1) a rise especially between 1955 and 1958 in Public Law 
480 financing of agricultural surplus exports by our accepting 
foreign currencies not to be converted but re-lent, and (2) the 
adoption by the Development Loan Fund in 1959 of a policy 
of avoiding, in general, the financing of capital goods pur- 
chases by underdeveloped countries from other industrial 
countries which ought to be able to provide the financing 
themselves. (In 1960 the application of this policy was extended 
to other aid operations.) Effects of the 1959 policy change are 
taking a good deal of time to work through the commitment 
process to actual exports. It is probably safe to say that the 
effects during 1959-61 of changes in aid policy have not been 
such as to throw serious doubts on a hypothesis that the under- 
lying trend of total exports has shifted since 1959 in a way that 
gives hope of some progress toward equilibrium. 

The reawakening of competitive behavior by U.S. producers 
during the past two years of no inflation in this country has 
been a development of the greatest importance. The process of 
equilibration has been aided, too, by expansive tendencies in 
the European and Japanese economies, and by the now far ad- 
vanced dismantling of discriminatory restrictions on U.S. goods 
abroad. An important threat to continuing progress toward 
equilibrium may lie in the tariff policies of the Common 
Market, but it is much to be hoped that those countries will 
find it possible to reduce their common external tariff when 
reductions in their internal tariffs attain substantial proportions. 
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INTEREST RATES AND THE U.S. BALANCE 
OF PAYMENTS 


Edward M. Bernstein 


PAYMENTS DEFICIT 


| pane 1958 to 1960, the United States had an enormous bal- 
ance of payments deficit amounting to $11.2 billion over 
the three years. In the same period, the net gold sales of the 
U.S. Treasury amounted to $5.3 billion. The deficit does not 
include the additional U.S. subscription to the International 
Monetary Fund; and the gold transactions do not include the 
U.S. gold subscription to the Fund or the Fund’s sales of gold 
to the United States to finance its investment in Treasury bills. 

Although the U.S. payments deficit was about the same in 
each of these three years, there was a great change in the factors 
causing the deficit and in the manner in which it was met. In 
1958, the basic deficit, i.e., excluding the abnormal outflow of 
U.S. private short-term funds, was about $3.6 billion. In 1960, 
the basic deficit was reduced to about $1.7 billion. Because of 
the large outflow of U.S. private short-term funds, however, 
the actual deficit in 1960 was over $3.8 billion. In 1959, when 
the basic deficit was over $4 billion, the net sales of gold were 
only $1 billion. In 1960, when the basic deficit was about $1.7 
billion, net sales of gold were over $2 billion. 

The causes of the U.S. balance of payments deficit are ex- 
tremely complex, embracing economic conditions in other 
countries as well as the United States. The impact of the bal- 
ance of payments on U.S. gold reserves is affected by the re- 
gional distribution of the balance of payments deficit and the 
inducement that other countries have to hold U.S. dollars in- 
stead of gold and other currencies. This paper is not concerned 
with the causes of the U.S. payments and reserve problems but 
with the importance of U.S. private capital movements, long- 
term as well as short-term, in the balance of payments and with 
the effect of interest rates on capital movements and the con- 
version of foreign-held U.S. dollar assets into gold. 
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SHORT-TERM INTEREST RATES 


The effect of interest rates on the balance of payments, and 
particularly of money rates on the outflow of short-term funds, 
has become strikingly evident since 1958. There are a number 
of reasons for the renewed importance of interest rates in recent 
years. The basic reason is the economic strength and stability 
of Western Europe. Their payments surplus, the convertibility 
of their currencies, and their large monetary reserves have 
made the holding of short-term funds in these countries safe 
and attractive. Furthermore, with the restoration of flexible 
credit policies, short-term interest rates fluctuate more readily 
in response to domestic business conditions. International dif- 
ferences in short-term interest rates are consequently much 
larger than formerly. 

Until 1957, short-term interest rates were below 3 per cent, 
not only in the United States and Canada, but in Belgium, 
Netherlands and Switzerland. In the United Kingdom, short- 
term rates were raised sharply in 1955 to strengthen the balance 
of payments. In Germany money rates were kept rather high in 
order to restrain inflation. By and large, however, there was 
little or no inducement a few years ago to move U.S. private 
short-term funds to Europe to take advantage of higher money 
rates. 


Short-Term Interest Rates in Various Countries, 1951-57 


(Annual average, per cent, Treasury bills or call money) 











"Country 1951 1952 1953 1954 1955 1956 1957 
United States 1.55 1.77 1.94 95 1.74 2.66 3.26 
Canada 80 1.07 1.69 1.44 1.56 2.90 3.78 
Belgium* 1.25 1.25 1.25 1.25 1.35 1.58 1.78 
Germany* 6.02 5.17 3.58 2.94 3.13 4.70 4.09 
Netherlands 1.36 1.08 57 55 .96 2.38 4.07 
Switzerland* 1.13 1.05 1.01 1.03 1.38 1.45 1.80 
United Kingdom 56 2.20 2.30 1.80 3.73 4.93 4.80 





* Rate on call money. All others are the yield on Treasury bills. 
Source: International Financial Statistics. 


Significant differences in short-term interest rates began to 
appear in 1958, coincident with the general recognition of the 
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great economic strength of Western Europe. The differences 
became more marked in 1960 and 1961. After having risen 
sharply during the expansion of 1958-59, short-term interest 
rates reached a cyclical peak in the United States in January 
1960. The decline in money rates in the first half of 1960 was 
caused by the impending recession. By mid-year, the Federal 
Reserve authorities had shifted credit policy to one of consid- 
erable ease. The discount rate was lowered from 4 per cent to 
31% per cent in June and to 3 per cent in August 1960. In the 
second half of 1960, about $2.5 billion was added to the free 
reserves of the member banks by changes in reserve regulations. 
The Federal Reserve Banks also increased their holdings of 
U.S. Government securities but this was more than offset by the 
outflow of gold. 

While the Federal Reserve authorities were taking steps to 
ease credit in June 1960, some of the leading European central 
banks were tightening credit. In the United Kingdom, bank 
rate was raised from 4 to 5 per cent in January and from 5 to 
6 per cent in June 1960. In Germany, the discount rate of the 
Bundesbank was raised from 4 to 5 per cent in June 1960. The 
National Bank of Belgium raised its discount rate from 4 to 5 
per cent in August 1960. The rise in central bank discount 
rates was supplemented by other measures to restrain the ex- 
pansion of credit. The tightening of monetary policy in Europe 
was designed to slow down the rapid economic expansion, 
although in the United Kingdom its purpose was also to 
strengthen international monetary reserves. 

The shift in credit policy in the United States and in Europe 
inevitably accelerated international capital movements in 1960. 
Furthermore, the increased outflow of U.S. private short-term 
funds was accompanied by greatly increased sales of gold. To 
minimize the pressure on the United States, some European 
countries took steps to reduce their short-term interest rates, 
although this was not entirely in accord with their economic 
objectives. In the United Kingdom, bank rate was reduced from 
6 per cent to 514 per cent in October and to 5 per cent in De- 
cember 1960. In Germany, the discount rate of the Bundesbank 
was reduced from 5 per cent to 4 per cent in November 1960 
and further reduced to 314 and 3 per cent early in 1961. In 
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France, the discount rate was reduced from 4 per cent to 314 
per cent in October 1960. In these cases, maintenance of higher 
short-term money rates could have been justified as necessary 
to restrain excessive expansion in the domestic economy, as in 
France and Germany, or to strengthen the balance of payments, 
as in the United Kingdom. 


Short-Term Interest Rates in Various Countries, 1958-61 


(Quarterly average, per cent, Treasury bills or call money) 








Year and Ger- Nether- Switzer- 
quarter U.S. Canada Belgium* France* many* lands  land* U.K. 
1958-1 1.84 2.98 1.81 5.46 2.82 3.82 1.73 6.02 
2 1.02 1.65 1.43 8.11 3.45 3.02 1.05 4.92 
3 1.71 1.54 1.22 6.76 2.77 2.71 1.00 3.87 
4 2.79 3.07 1.17 5.61 2.68 2.50 1.00 3.43 
1959-1 2.80 3.73 1.02 4.33 2.52 1.82 94 3.18 
2 3.02 4.90 1.00 3.90 2.44 1.69 94 3.34 
8 3.55 5.58 1.00 4.08 2.43 1.69 1.01 3.48 
4 4.30 4.98 1.39 3.99 3.29 2.19 1.15 3.48 


1960-1 3.94 4.45 2.07 4.06 4.01 2.45 1.18 4.40 


2 3.09 3.05 2.17 4.20 4.29 2.35 1.08 4.70 
3 2.39 2.53 3.80 4.24 5.02 2.08 1.11 5.56 
4 2.36 3.23 3.13 3.82 4.84 1.68 1.04 4.85 
1961-1 2.38 3.15 2.51 3.65 3.62 1.16 1.00 4.35 
2 2.33 3.06 2.66 3.79 2.85 83 1.00 4.45 
3 2.32 2.50 2.73 3.57 2.68 91 1.00 6.14 





* Rate on call money. All others are the yield on Treasury bills. 
Source: International Financial Statistics. 


As the outflow of U.S. private short-term funds from the 
United States continued in 1961, the difficulties confronting 
the monetary authorities became more acute. In the United 
States, the policy of relatively easy money has been continued 
to the present because of the importance of restoring produc- 
tion and employment. In some of the Western European coun- 
tries, the monetary authorities have managed to lower short- 
term money rates despite the high level of economic activ- 
ity. While the yield on three-month Treasury bills in the 
United States has been about 214 per cent in the past two 
months, rates on call money or Treasury bills have been close 
to 214 per cent in Germany and | per cent or less in the Nether- 
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lands and Switzerland. On the other hand, the serious payments 
position of the United Kingdom necessitated a rise in bank rate 
to 7 per cent in July. The subsequent improvement in the pay- 
ments position, partly due to the inflow of short-term funds, 
made it possible to reduce bank rate to 614 per cent in October, 
probably to reduce the pressure on U.S. reserves. 


EFFECT ON SHORT-TERM FUNDS 


The emergence of significant differentials in short-term inter- 
est rates has resulted in an enormous outflow of U.S. private 
short-term funds. In the nine years from 1951 to 1959, the out- 
flow of U.S. private short-term capital averaged $324 million a 
year. In this same period, the net receipts of the United States 
from unrecorded transactions averaged $495 million a year. In 
1960, however, unrecorded transactions involved net payments 
by the United States of $648 million, probably indicating un- 
recorded U.S. private short-term capital outflow of over $1.1 bil- 
lion.* Recorded U.S. private short-term capital outflow in 1960 
amounted to $1,312 million. It would appear that in 1960 the 
outflow of U.S. private short-term funds, recorded and unre- 
corded, amounted to nearly $2.5 billion. This accounted for 65 
per cent of the actual payments deficit of $3.8 billion. 

As can be seen in the table on page 6, the outflow of U.S. 
private short-term funds became very heavy in the second half 
of 1960 when it amounted to nearly $1.9 billion. It continued 
into the first half of 1961 when an estimated additional $1.2 
billion of U.S. private short-term funds went abroad. Appar- 
ently there was still a considerable outflow of U.S. funds in the 
third quarter of 1961. As the U.S. payments deficit in 1961 may 
be about $1.5 billion, including extraordinary receipts, the 
whole of the deficit will be accounted for by the abnormal out- 
flow of U.S. private short-term funds. 

The large capital movement in 1960 and 1961 was directly 
and indirectly a consequence of the recession. In the first place, 
much of the outflow of U.S. private funds, as well as of some 


* It is possible that the shift from net receipts to net payments on unrecorded 
transactions represents no actual transfer of funds, but the recording as foreign- 
held short-term dollar assets of funds previously held in the United States but 
not reported as foreign-held. 
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foreign private capital, was a speculative response to the busi- 
ness outlook in the United States and abroad. In the second 
place, the recession (and the early period of recovery) was ac- 
companied by lower interest rates in the United States and a 
widening of the differentials between interest rates in the 
money and capital markets of the United States and those in 
other countries. This induced a considerable outflow of funds 
to secure the higher interest return that could be earned 
abroad. 

Actually, there was a significant outflow of U.S. private 
short-term funds in the recession of 1958 but it was obscured 
by the decline in trade finance. When allowance is made for 
this factor, it becomes apparent how strong was the influence 
of the recession, not only in the large capital outflow of 1960 
but in the moderate capital outflow of 1958 as well. In 1958, U.S. 
exports, excluding military aid shipments, fell by $3,150 million; 
in 1960, U.S. exports rose by $3,170 million. The estimated net 
outflow of U.S. private short-term capital in 1958, amounting 
to about $400 million, may have been comprised of a decrease 
of about $800 million in trade finance and an outflow of about 
$1.2 billion for interest arbitrage and speculation. The esti- 
mated net outflow of about $2.5 billion of U.S. private short- 
term capital in 1960 may have been comprised of an increase 
of about $800 million in trade finance and an outflow of about 
$1.7 billion for interest arbitrage and speculation. 

The most important way in which short-term interest rates 
act on the balance of payments and the U.S. reserve position is 
through the movement of liquid funds to take advantage of 
higher interest rates abroad. If this is done through covered 
interest arbitrage, that is, by a forward purchase of dollars to 
offset the spot purchase of sterling or some other currency, the 
higher interest rate abroad is soon offset by the cost of forward 
cover. Thus, covered interest arbitrage is self-limiting. On the 
other hand, uncovered interest arbitrage can continue so long 
as short-term interest rates are higher abroad than in the United 
States. The inducement to maintain an uncovered exchange po- 
sition is much greater when the United States is having balance 
of payments difficulties, so that such capital movements tend 
to be larger when their effect is more adverse. 
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The low short-term interest rates in the United States and 
the higher short-term interest rates in Europe have encouraged 
a technique by which foreign holders of U.S. dollar balances 
make them available to finance imports from the United States 
through European banks—the so-called Euro-dollars. For ex- 
ample, a European bank will offer a somewhat higher interest 
rate on dollar deposits than a bank in the United States. It then 
lends these dollars to European importers at a rate of interest 
considerably lower than for such loans in European currencies 
by banks in Europe. The financing of U.S. exports with Euro- 
dollars has no effect on the U.S. balance of payments, but it may 
have an adverse effect on U.S. gold reserves. 

Suppose an importer in Belgium secures a dollar credit from 
a bank in London to pay for imports from the United States. 
As a consequence, U.S. dollar liabilities to foreign private 
holders (United Kingdom) are down by the amount of the 
Euro-dollar credit. If the Belgian importer had borrowed francs 
from a Belgian bank and used these francs to buy dollars, U.S. 
dollar liabilities to foreign official holders (National Bank of 
Belgium) would have been reduced. Because Euro-dollar trans- 
actions result in the drawing down of foreign-held dollar bal- 
ances to pay for U.S. exports, they have no adverse effect on the 
U.S. balance of payments. As the decline in foreign-held dollar 
balances is concentrated in non-official holdings, Euro-dollar 
credits do avoid the drawing down of foreign official dollar bal- 
ances and may thus prevent a strengthening of U.S. gold re- 
serves. 

An outflow of foreign private short-term or liquid dollar 
assets does not affect the U.S. balance of payments as it repre- 
sents a transfer from one foreign account to another. Neverthe- 
less, when such funds are transferred to secure a higher return 
abroad, they come into the possession of the monetary authori- 
ties, some of which convert their excess dollar receipts into gold. 
Official reserves in the form of U.S. dollar assets held by Cen- 
tral Banks and Treasuries are ordinarily not sensitive to short- 
term interest rates. The interest earned on foreign exchange 
reserves invested in one of the great financial centers is not the 
determining factor as to whether to hold gold or foreign ex- 
change and whether to hold U.S. dollars or other currencies. 
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Nevertheless, a gold-holding country that has accumulated U.S. 
dollars may delay the conversion of its excess holdings into gold 
if an attractive return can be secured on U.S. Treasury bills or 
other money market paper. A decline in short-term interest 
rates in the United States may induce some of these countries to 
convert into gold the excess dollar balances that they have been 
holding. 

Substantial differences in short-term interest rates in the lead- 
ing financial centers inevitably induce a movement of short- 
term funds. Any U.S. balance of payments deficit resulting from 
the outflow of short-term funds is certain to be met in part by 
net sales of gold by the U.S. Treasury. It is no mere coincidence 
that the recorded outflow of U.S. private short-term funds in 
recent years has been very responsive to interest rates in the 
United States and abroad. It is evident that the net sales of gold 
by the United States (exclusive of gold transactions with the 
International Monetary Fund) are also affected by interest rates, 
although obviously the balance of payments and net gold sales 
are affected by other factors than interest rates and short-term 
capital movements. 


LONG-TERM INTEREST RATES 


The large outflow of short-term funds from the United States 
has emphasized the importance of avoiding or offsetting such 
disruptive capital movements. To establish a strong pattern of 
payments it is essential, as well, to have an appropriate alloca- 
tion of long-term foreign investment among the natural capital- 
exporting countries. The flow of new funds into U.S. private 
long-term foreign investment has increased substantially in the 
past five years. From 1951 to 1955, the average annual amount 
of such investment was $910 million. From 1956 to 1960, it was 
$2,485 million. With few exceptions, private long-term foreign 
investment of the principal surplus countries of Western Eu- 
rope has been relatively small. Some of these countries have, in 
fact, had an enormous capital inflow from the United States. In 
1960, for example, U.S. private long-term capital invested in 
Western Europe amounted to $1.1 billion. 

The factors that determine the amount and direction of 
private long-term international investment are complex. For 
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direct investment, technical and market considerations are far 
more influential than interest rates. For bonds, there are great 
differences among countries in the evaluation of risks, although 
the securities of the World Bank facilitate international invest- 
ment with a minimum of risk. More recently, international in- 
vestment in common stocks has become important and some of 
this investment has taken the form of U.S. purchases of shares 
of leading European enterprises. Furthermore, political consid- 
erations enter into international investment and Governments 
have become an important source of capital for investment. De- 
spite these qualifications, interest rates are of considerable sig- 
nificance in the determining of the amount and the direction 
of long-term foreign investment. It is worth noting, therefore, 
that while differentials between short-term interest rates in the 
United States and some European countries have become some- 
what wider in recent years, differentials between long-term in- 
terest rates have generally become narrower. 

Interest rates in the leading financial centers should induce 
an appropriate amount of foreign investment by the natural 
capital-exporting countries. The basic principle is that interest 
rates in each country should balance the demand for capital 
with the supply of capital at stable prices, at a high level of em- 
ployment, and with a satisfactory balance of payments. It is im- 
plicit in this that the capital outflow, long-term as well as short- 
term, in a capital-exporting country should not on an average 
exceed the balance of payments surplus on current account. 
When a capital-exporting country has an over-all payments def- 
icit, its investment abroad exceeds its surplus on current ac- 
count and its total investment, domestic and foreign, exceeds 
its savings. The difficulty with the balance of payments may 
arise from any of a number of causes. One possibility is that in- 
terest rates in the deficit country are too low—either in an abso- 
lute sense or relative to those of other countries. When coun- 
tries follow a policy of exchange stability, relative interest rates 
must rise in those that have a persistent balance of payments 
deficit and must fall in those that have a persistent balance of 
payments surplus. This should encourage an increase in foreign 
investment by the surplus countries. 

The disturbed conditions of the postwar period delayed the 
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restoration of a proper relationship in the long-term interest 
rates of the United States, Canada and the great trading coun- 
tries of Europe. For a time, long-term interest rates were un- 
duly low in nearly all countries because of excessive liquidity 
and the policy of easy money. Furthermore, in the early postwar 
years most of the natural capital-exporting countries of Europe 
were short of capital for their own reconstruction. Nevertheless, 
there has been a steady diminution in the differential between 
long-term interest rates in the United States and most Western 
European countries. This occurred as long-term interest rates 
rose in the United States and remained relatively stable in Eu- 
rope, rising slightly in some countries and falling slightly in 
others, until 1956. The Suez difficulties in 1956 and 1957 
brought a sharp rise in interest rates in all Western European 
countries. 


Long-Term Interest Rates in Various Countries, 1950-57 


(Annual average, per cent) 





Country 1950 1951 1952 1953 1954 1955 1956 1957 
United States 232 257 268 292 252 280 3.06 3.47 
Canada 2.78 $.24 3.59 3.68 3.14 3.23 3.58 4.10 
Belgium 4.42 4.62 451 4.40 4.27 4.16 4.21 4.69 
France 652 654 560 541 538 #521 538 592 
Italy 5.73 611 590 606 606 620 674 681 
Netherlands $.28 3.88 3.95 $.43 3.31 8.26 3.84 4.58 
Switzerland 2.67 2.95 2.84 2.55 2.62 2.97 $.11 3.64 


United Kingdom 3.54 3.78 4.23 4.08 3.75 4.17 4.73 4.98 





* Yields on long-term Government bonds. 
Source: International Financial Statistics. 


There was a further narrowing of the differential between 
long-term interest rates in the United States and in most coun- 
tries of Western Europe between 1958 and 1961. Much of the 
readjustment resulted from the sharp rise in interest rates in 
the United States during the expansion from the third quarter 
of 1958 to the first quarter of 1960. More significantly, there 
was a simultaneous decline in long-term interest rates in nearly 
all Western European countries, and, with some interruptions, 
this decline has continued to the third quarter of 1961. Al- 
though the data are not strictly comparable, the yield on long- 
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term Government bonds is now lower in Switzerland and the 
Netherlands than in the United States. 

Long-term interest rates in some European countries are still 
substantially higher than in the United States. In the United 
Kingdom, with its payments difficulties, long-term interest rates 
should exceed those in the United States, although the differen- 
tial is clearly excessive. Other measures should be taken to 
strengthen the British payments position. In France, Germany 
and Italy, long-term interest rates are much too high relative 
to those in the United States and their relationship will have to 
be changed. It is not a matter of indifference how these adjust- 
ments are made. In the United States, where the economic re- 
covery has just begun and unemployment is still very high, a 
sharp rise in long-term interest rates might hamper the normal 
cyclical expansion of the economy and slow down its growth. 
If long-term interest rates in the United States were to rise to 
the level now prevailing in France, Germany and Italy, it would 
deflate the U.S. economy. A proper relationship between long- 
term interest rates in the United States and in Europe will have 
to be achieved through lower rates in some surplus countries. 


INTERNATIONAL COOPERATION 


Because short-term capital movements have become so large 
and so disturbing in recent years, it is important for the great 
financial centers to understand the nature of the new problem 
that confronts them. With the currencies of the great trading 
countries all convertible, the movement of funds from one 
country to another has become very easy. Whenever its balance 
of payments is in deficit, there will be some tendency to move 
funds out of a country, and this outflow will become large if the 
balance of payments position becomes weak. The most impor- 
tant means of minimizing disruptive movements of short-term 
funds—that is, from deficit countries to surplus countries—is to 
avoid large and persistent payments deficits. 

Beyond this, it is evident that no country should be indiffer- 
ent to the balance of payments effects of its monetary policy. 
The United States, for example, can no longer think in terms 
of excessively cheap money as an anti-recession policy. In the 
recessions of 1949, 1954 and 1958, the yield on three-month 
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Treasury bills fell to less than 1 per cent. In the recession of 
1960-61, the yield on three-month Treasury bills never fell be- 
low 2.10 per cent. In fact, the monetary authorities would have 
preferred to keep money rates even higher if this could be done 
with the desired easing of the reserve position of the banking 
system. The need to avoid excessively low interest rates does not 
place a serious limitation on the effectiveness of an easy credit 
policy in a recession. Practically as much help in moderating a 
recession and inducing recovery can be secured from a credit 
policy resulting in 214 per cent money as from one resulting 
in 1 per cent money. 

The question has been raised whether a greater degree of in- 
ternational cooperation would be desirable in avoiding or off- 
setting disruptive movements of short-term funds. One sugges- 
tion is to have the great trading countries follow credit policies 
that would remove or minimize the inducement to transfer 
funds from one country to another. If such cooperation requires 
the avoidance of interest rate differentials, it is not practical, for 
it would result in the virtual abandonment of credit policy as 
an instrument for controlling the domestic economy. If such 
cooperation requires the narrowing of interest rate differentials, 
preferably by avoiding extremely high and extremely low rates, 
it could be helpful in limiting but not eliminating short-term 
capital movements. 

The point was made that the United States can no longer use 
excessively cheap money as an anti-recession policy. At the other 
extreme, it is not desirable for the United Kingdom to force 
short-term money rates to 6 per cent or higher in order to pro- 
tect its reserves. From its own point of view, as well as that of 
the world economy, it would be better to strengthen the U.K. 
balance of payments by an improvement in its trade position 
than by an inflow of short-term funds. Apart from the fact that 
a short-term capital inflow induced by high interest rates makes 
no contribution to the strengthening of the basic balance of 
payments, its incidence among countries is very uneven. An 
improvement in the British trade position would be offset by 
small changes in the balance of payments of many countries, in- 
cluding all of the large surplus countries. An inflow of short- 
term funds, on the other hand, would come very largely from 
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the United States and would shift the pressure on reserves with- 
out making a significant contribution to the solution of the 
United Kingdom's basic payments problem. To avoid the neces- 
sity of extremely high money rates, countries must deal with 
their payments problems in good time and through the broad 
range of measures that act on trade, other current transactions, 
and long-term foreign investment. 

The well-being of the world economy will be best served if 
the great trading countries follow an independent and flexible 
credit policy, properly related to their domestic economic situ- 
ation and their long-run basic payments position, provided that 
credit policy keeps interest rate fluctuations within a reason- 
ably moderate range. The maintenance of monetary stability 
would be impossible if credit policy in surplus and deficit 
countries had to respond fully and immediately to temporary 
changes in the balance of payments. To have an independent 
and flexible credit policy, without extremely high or low short- 
term interest rates, other measures must be used to restrain 
home demand in a boom or stimulate home demand in a reces- 
sion. Credit policy will be more effective at home and less dis- 
ruptive abroad if it is part of a comprehensive financial pro- 
gram designed to maintain stability in the domestic economy 
and balance in international payments. 

Such international cooperation on credit policy would still 
permit short-term capital movements in response to interest 
rate differentials. Ordinarily, the international flow of funds 
should be moderate in magnitude and helpful to the main- 
tenance of international balance. Under such conditions, coun- 
tries could be expected to finance an outflow of short-term cap- 
ital. There will be times, however, when a conjuncture of basic 
payments difficulties, a recession, and wider interest rate differ- 
entials will induce a large outflow of funds. Under such condi- 
tions, it would be better to finance the temporary outflow of 
short-term funds rather than to force an undesirable adjustment 
of interest rates in the hope of stemming the outflow of short- 
term funds. International cooperation to finance large capital 
movements could best take the form of credits through a Re- 
serve Settlement Account. The basic principle of such credits 
should be that they are to be granted for a limited period, on 








186 EDWARD M. BERNSTEIN 


agreed terms and conditions, in order to avoid the disruption 
caused by large capital movements and not to avoid taking all 
necessary measures to restore a country’s balance of payments. 


SUMMARY AND CONCLUSIONS 


In the three years from 1958 to 1960, the United States had 
a balance of payments deficit of $11.2 billion. This deficit was 
met by net gold sales of $5.3 billion and an increase of nearly 
$6 billion in foreign short-term and liquid dollar assets. In 1960 
and 1961, the principal factor in the deficit was the outflow of 
U.S. private short-term funds. About 65 per cent of the deficit 
of $3.8 billion in 1960 and probably all of the expected deficit 
of $1.5 billion in 1961 is attributable to recorded and unre- 
corded transfers of funds abroad. 

Because of the recession, short-term interest rates in the 
United States fell in the first half of 1960 and the Federal Re- 
serve authorities began to ease credit. In the meantime, West- 
ern European central banks were tightening credit in order to 
slow down the boom. The shift in credit policy accelerated the 
outflow of funds from the United States and this was accom- 
panied by increased sales of gold. To help the United States, 
some countries reduced their short-term interest rates despite 
the high level of economic activity. The payments difficulties of 
the United Kingdom, however, compelled that country to raise 
bank rate to 7 per cent, recently reduced to 614 per cent. 

About one-third of the short-term capital outflow of 1960 and 
about one-half of that of 1961 was for the purpose of financing 
trade. The remainder of the short-term capital outflow is for 
speculation and interest arbitrage. Covered interest arbitrage is 
self-limiting because of the cost of forward cover. Uncovered 
interest arbitrage tends to be larger during balance of payments 
difficulties, precisely when its impact is more adverse. The re- 
cent large interest rate differentials have encouraged the devel- 
opment of a Euro-dollar market to finance dollar imports with 
credit from European dollar balances. This has no effect on the 
U.S. balance of payments but it may have an adverse effect on 
U.S. gold reserves. 

Despite the importance of other factors, interest rates are sig- 
nificant in determining the amount and direction of long-term 
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foreign investment. While differentials between short-term in- 
terest rates in the United States and some European countries 
have become wider in recent years, differentials between long- 
term interest rates have generally become narrower. Neverthe- 
less, long-term interest rates in some countries are still substan- 
tially higher than in the United States. A proper relationship 
requires lower long-term rates in some of the surplus countries 
of Europe. 

It is necessary to avoid excessively low and excessively high 
money rates. In the United States, the 2 per cent rate on Treas- 
ury bills has not hampered the monetary authorities in stimu- 
lating recovery. In the United Kingdom, the sharp rise in 
money rates to protect the reserves has encouraged an inflow of 
funds which put pressure on U.S. reserves. To avoid disruptive 
capital movements, countries must deal with their payments 
problems in good time and through a broad range of economic 
and financial measures. The great trading countries should co- 
operate in financing large short-term capital movements in 
order to avoid interest rates not suited to their domestic 
economy. 








FOREIGN DIRECT INVESTMENT EARNINGS: 
TAX TREATMENT AND IMPACT UPON THE 
BALANCE OF PAYMENTS 


Wesley B. Smith 


INTRODUCTION 


HIs paper will examine the present United States tax treat- 
tow of foreign direct investment;! the impact of this tax 
treatment upon the corporate form of the legal entity in whose 
name the investment is made; and the effect upon the balance 
of payments of the capital and income movements resulting 
from these investments. 

The Eisenhower administration took the position that pri- 
vate foreign investment was a “good thing,” or as expressed by 
the then Under-Secretary of State Douglas Dillon: 


I welcome this opportunity to present . . . the views of the De- 
partment of State on the important problem of encouraging U.S. 
private investment in the less developed areas of the free world 
and on appropriate and timely tax incentive measures which could 
contribute substantially to meeting that problem. 


As you know, a major motivating force behind our foreign eco- 
nomic policy is the conviction that Government measures, essential 
as they are, cannot substitute for the vitality and initiative of 
private investment, which provides along with capital the technical 
and managerial skills so essential to economic growth. The goal of 
our private enterprise policy is to help create situations in which 


2 U.S. Business Investments in Foreign Countries, A Supplement to the Survey 
of Current Business (1960) (cited hereafter as Investments), p. 76, defines “foreign 
direct investment” as investments in which American interests own at least 25 per 
cent or exercise significant control. At p. 33 figures indicate that nearly three- 
quarters of United States direct investment is in enterprises in which the Ameri- 
can share of the ownership is at least 95 per cent. At p. 77 an “associated foreign 
enterprise” is defined as direct ownership of between 10 per cent and 25 per cent 
of a foreign corporation. 

The Internal Revenue Code (cited hereafter as IRC), Section 902 (a) requires 
ownership of at least 10 per cent of the voting stock of the foreign corporation 
by a domestic corporation to qualify for the tax credit provisions. 

President's Tax Message Along with Principal Statement, Detailed Explana- 
tion, and Supporting Exhibits and Documents. House Document No. 140, 87th 
Congress, Ist Session (1961), cited hereafter as Tax Message, p. 52, speaks in 
terms of a “controlled foreign corporation,” defined as “one created or organized 
under the laws of a foreign country in which more than 50 per cent of the stock 
is owned by ten or fewer American shareholders.” 
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private enterprise can prosper in the industrialized countries and 
can take root and flourish in the less developed areas of the free 
world.? 


The present administration has taken a more critical view of 
the value and the role of direct private investment in light of 
our balance of payments difficulties, 


Changing economic conditions at home and abroad, the desire to 
achieve greater equity in taxation, and the strains which have de- 
veloped in our balance of payments position in the last few years, 
compel us to examine critically certain features of our tax system 
which, in conjunction with the tax system of other countries, con- 
sistently favor U.S. private investment abroad compared with in- 
vestment in our own economy.® 


and the marked tendency of this investment to be placed in ad- 
vanced economies.‘ There has been little discussion by econo- 
mists concerning the interrelationship of the present tax struc- 
ture and our balance of payments problems.® 


* Hearings Before the House Committee on Ways and Means on H.R. 5 (For- 
eign Investments Incentive Act), 86th Cong., Ist Sess. (1959), pp. 77-78. (Cited 
hereafter as the Boggs Bill.) 

* Tax Message, op. cit., p. 6. 

*“During the postwar period the promotion of private foreign investment in 
both advanced and less developed countries was in the public interest. Times 
have changed, and the need to stimulate investment in advanced countries no 
longer exists.” Ibid., p. 29. 

* One of the few comments found was by Peter B. Kenen, as follows: 

“. . . Private direct investment may be as much of a strain upon our balance 
of payments as government lending or aid, if not more damaging. . . . 

“The impact of production abroad upon our payments position is compounded 
of three effects—what we may conveniently call the income, substitution, and 
yield effects. ... 

“Finally, our investments abroad yield income. If it is brought home, our 
balance of payments must improve. 

“I cannot predict the net impact of these three effects. And I would not be 
hostile to investment abroad were they jointly adverse. But I would warn that 
they may aggravate our present payments problem and that we should be ready 
to cope with more gold losses on account of our overseas investment. 

“This possibility raises another policy problem. One way of stimulating for- 
eign investment, one very popular way, is to defer tax payments here on money 
kept abroad. The earnings of the foreign subsidiaries of American companies 
are not taxed until they come back to this country as dividends to the parent 
company. This seems to me an especially expensive form of concession. First, it 
may lead to some tax avoidance, not merely tax postponement. Second, it puts a 
premium upon reinvestment even if it is not warranted by differences in pro- 
ductivity. Third, it must worsen our payments position. This last effect is worth 
special reflection.” 

P. Kenen, “Economic Aspects of Private Direct Investment,” Taxation and 
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The present Internal Revenue Code® does contain “‘tax in- 
centive devices” which will be examined below to encourage 
private foreign investment. There have been proposals made 
to increase or diminish this favorable tax treatment.’ The op- 
eration of these statutes will be examined to ascertain what im- 
pact they may ultimately have upon the American balance of 
payments position apart from the initial encouragement of for- 
eign investment that they afford. In the absence of other over- 
riding policy considerations, it is suggested that freedom of 
movement for investment capital and the earnings it generates 
is desirable: that funds for investment should be able to move 
easily in response to economic factors in the world economy 
and that the earnings of subsidiary corporations should be made 
available to the parent company whenever the latter has a 
greater need for them than does the subsidiary, either for in- 
vestment purposes or for distribution of dividends to the share- 
holders. Freedom of movement for funds, especiaily earnings 
remitted by foreign subsidiaries to a United States parent com- 
pany for use in the United States, will assist the American bal- 
ance of payments position; whereas undistributed subsidiary 
earnings, not needed for investment, deposited, for instance, in 
a Swiss bank do not help our balance of payments problem 
and may form a source of the money in the international mar- 
ket that moves in response to interest differentials. 

Most substantial foreign direct investment by United States 
capital is undertaken in three principal corporate forms: the 
branch; the locally incorporated operating subsidiary; and the 
foreign incorporated holding company owning, in turn, locally 
incorporated operating subsidiaries or branches in other for- 


Operations Abroad (Symposium conducted by the Tax Institute December $rd- 
4th, 1959 (Princeton, 1960), pp. 110-11. Cited hereafter as Symposium). 

* Contained principally in IRC Sections 901-905. 

* The Boggs Bill, op. cit., would permit American incorporated holding com- 
panies for foreign investment to obtain tax deferral benefits now reserved for 
foreign incorporated entities. 

“To avoid artificial encouragement to investment in other advanced countries 
as compared with investment in the United States, we propose that American 
corporations be fully taxed each year on their current share in the undistributed 
profits realized by subsidiary corporations organized in economically advanced 
countries.” Tax Message, op. cit., p. 26. Cf. sbid., p. 54 for a proposed list of 
such countries. 
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eign countries. This paper will confine itself to a discussion of 
these three basic forms. 


BRANCH OPERATIONS 


United States taxation of the branch operations of U.S. in- 
vestments in foreign countries is quite similar to the tax treat- 
ment of domestic branch operations. All the income of the 
branch operation is subject to the United States taxing juris- 
diction and losses incurred are fully available to offset income 
from operations in other portions of the parent corporation. 
This latter consideration would appeal to a company that was 
undertaking a foreign investment where losses were to be ex- 
pected in the early years of operation. 

The most important and widest use of the branch forin is in 
the extractive industries: petroleum and mining. 


The preference throughout the extractive industry is strongly for 
branch operation. The major factor in this decision is the allowance 
of a deduction for percentage depletion to United States taxpayers 
operating abroad. Other important considerations are the allow- 
ance of direct deductions for intangible drilling costs (in the case 
of oil), exploration and development expenses (in the case of mines), 
and abandonment or expropriation losses in either case... . . 


Deferment is not a major objective in the natural resource area. As 
indicated above, the combination of depletion and high foreign 
taxes on producing operations frequently results in little or no 
United States tax liability, making deferment unnecessary.® 


The earnings of the United States corporate branch overseas 
encounter no substantial United States tax liability if the earn- 
ings are utilized for investment in another country, in the 
United States, or are declared as dividends to the shareholders. 


SIMPLE SUBSIDIARY OPERATIONS 


Most American direct investment apart from that in the ex- 
tractive industries is made through the establishment of sub- 


* Jenks, “Forms of Organization for Foreign Business Operations in Extractive 
Industries,” Symposium, op. cit., p. 51, and p. 57. 

As to the future of this tax treatment, reference is made to a statement by 
President Kennedy during the television debate of October 13th, 1960. “I be- 
lieve all of those (commodities with a depletion allowance) should be gone over 
in detail, to make sure no one is getting a tax break. . . . It includes oil abroad. 
Perhaps that oil abroad should be treated differently than the oil here at home.” 
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sidiary corporations in foreign countries. This form of operation 
not only affords tax advantages under the IRC but also is neces- 
sary under the domestic corporation law of many of the coun- 
tries in which investments are made. The prototype “simple 
subsidiary’® is a foreign incorporated entity, engaged in sub- 
stantial economic activity principally in the country of incor- 
poration, and owned or controlled’ by a United States operating 
company. The subsidiary itself is not subject to United States 
taxes; the parent will be subject to American taxes upon certain 
of its transactions with the subsidiary. Provisions of the IRC 
come into operation at practically every stage of the existence 
of a subsidiary, either one of the simple type to be described 
immediately below, or of the more complex foreign holding 
company type to be described later in this paper. 


FORMATION OF THE SUBSIDIARY 


When a domestic United States corporation is formed and 
the persons transferring assets to the corporation in exchange 
for corporate securities have “control” [as defined in Sections 
351 and 368 (c)], no gain or loss is normally recognized. How- 
ever, when a foreign incorporated subsidiary is established, Sec- 
tion 367 requires that the incorporators (here, the United 
States parent company) establish to the satisfaction of the 
Secretary of the Treasury that the formation of the subsidiary 
“is not in pursuance of a plan having as one of its principal 
purposes the avoidance of Federal income taxes.”” Only after a 
favorable Section 367 ruling is obtained can the incorporators 
seek to qualify under Section 351. And a Section 367 ruling is 
within the sole discretion of the administrative organs and is 
not subject to judicial review. A favorable ruling is necessary 
whenever appreciated assets (machinery, patents, securities, 
etc.) are involved in the transfer. The presence of Section 367 

* The basic reference utilized for the summary of American taxation provisions 
concerning foreign investments was the unpublished, privately mimeographed 
materials collected by Professor (now Assistant Secretary of the Treasury) Stanley 
S. Surrey, entitled “Taxation of International Trade and Investment.” See also: 
Owens, The Foreign Tax Credit (Cambridge, 1961). 

Tax Message, op. cit., pp. 6-7, 23-31, 51-58, and 114-126, contains a summary of 
the present system and the proposed changes in the taxation of foreign sub- 
sidiary operations. 


* Ownership by an American corporation of ten or more per cent of the stock 
of a foreign corporation (fn. 1). 
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serves to impede the utilization of an initial branch form (to 
take advantage of the full deduction of operating losses allowed 
in the first years of operation) where the American corporation 
ultimately wants a subsidiary form in order to take advantage 
of tax deferral when profits begin to be realized from the for- 
eign operation. The experience of the tax bar is reported to 
have been quite unfavorable when a Section 367 ruling has 
been sought. 


FOREIGN SUBSIDIARY EARNINGS 


Once the foreign subsidiary is established and it begins to 
have profitable operations, the opportunity to defer payment of 
the earnings to the parent and thereby postpone (or possibly 
eliminate) payment of United States corporate income taxes 
becomes possible. Even though the foreign corporation is 
owned solely by an American corporation, there is generally no 
United States income tax on the profits made by the subsidiary." 
The foreign subsidiary is free to accumulate earnings without 
the imposition of the United States accumulated earnings tax.’” 

Generally only when the subsidiary declares a dividend to the 
United States parent company (or pays interest on indebtedness, 
a factor that does not loom very large in total remittances to 
American parent corporations) is there a liability for American 
corporate income taxes. The subsidiary may deposit funds in an 
American bank or purchase American investment or short-term 
securities without having the transaction treated as a dividend 
to the United States parent. 


TAXATION OF EARNINGS REMITTED AS DIVIDENDS 


After the initial policy determination has been made to per- 
mit deferral of taxes until dividends are declared by the sub- 


“Perhaps originally by accident, but certainly now by design, the United 
States tax law attaches great importance to form. The stature given by our law 
to the entity—corporate, partnership, personal or otherwise—is all important as 
to the timing and incidence of the United States tax.” Gleason, “The Influence 
of Taxes on the Form of Organization for Manufacturing Abroad,” Symposium, 
op. cit., at p. 27. 

The exceptions for foreign corporations doing business in the United States; 
for foreign personal holding companies; and similar situations specifically cov- 
ered in the IRC are not considered here. 

“Section $51—Accumulated Earnings Tax—applies only to domestic corpora- 
tions and to foreign corporations doing business in the United States to the 
amount of United States source income generated. 
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sidiary, there remains a variety of treatments possible for the 
dividends payments once they are made. 


The tax credit system is a compromise between full exemption 
from United States taxation of foreign source income, which of it- 
self has many highly vocal supporters, and full taxation of foreign 
source income, with foreign taxes merely permitted as deductions 
just like any other costs, for under it the United States does not 
forego its secondary tax jurisdiction over foreign source income. It 
is a compromise in that while the United States does not collect 
the same amount of tax on each class of income from foreign sources 
that it collects on such classes from domestic sources, each class 
theoretically bears the same amount of overall tax, both foreign 
and domestic. 


The broad effect of the foreign tax credit system is to limit overall 
income taxes (foreign and domestic) to whichever of the two rates 
is the higher. Thus, when the foreign tax rate is lower than the 
United States rate, the United States taxpayer pays full foreign tax 
on his foreign source income plus the difference between the for- 
eign and the United States rates in United States tax. When the 
foreign tax rate equals or exceeds the United States rate, the United 
States taxpayer pays only foreign tax on his foreign source income.!% 


The tax credit approach presents a variety of possible treat- 
ments for the foreign taxes paid depending upon when which 
foreign taxes incurred where are to be allowed as credits against 
what American taxes. Further examination of the various possi- 
ble alternative approaches will not be made here—the literature 
in the field of taxation has explored the policy/equity/incen- 
tive arguments in considerable detail.'* The present IRC treat- 
ment of taxable income is contained in Sections 901-905. A tax 
credit approach is utilized and is likely to remain the basic 
approach in the near future. 


* Gleason, op. cit., p. 26. 

“ Musgrave, “Criteria for Foreign Tax Credit”, Symposium, op. cit., fn. 3, 
pp. 83-93. Owens, op. cit., in passim. 

“As long as the tax systems of various countries differ—and I venture to pre- 
dict that this will be the case for years to come—we must make a firm choice. 
Either we tax the foreign income of U.S. companies at U.S. tax rates and credit 
income taxes paid abroad, thereby eliminating the tax factor in the US. in- 
vestor’s choice between domestic and foreign investment; or we permit foreign 
income to be taxed at the rates applicable abroad, thereby removing the impact, 
if any, which tax rate differences may have on the competitive position of the 
American investor abroad. Both types of neutrality cannot be achieved at once.” 
Tax Message, op. cit., p. 30. 
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OPERATION OF THE FOREIGN TAX CREDIT 

To illustrate this operation, the following example is offered: 
the XYZ Corporation manufactures widgets for sale in the 
United States. In response to various economic, tax, and tariff 
considerations it has established XYZ Sub, a wholly-owned for- 
eign subsidiary,’® incorporated in Latinia, for the manufacture 
and sale of widgets in Latinia. In 1960 the following figures 
were reported: 


1. Gross Sales Receipts $300,000 
2. Labor, Materials, Depreciation, etc. 150,000 
3. Interest paid on Loan from an American Bank 10,000 
4. Latinia Turnover and Property Taxes 40,000 
5. Latinia Corporate Income Tax (25%) 25,000 
6. After Taxes Profit of XYZ Sub $ 75,000 


XYZ Corporation needs $55,000 for expansion of facilities in 
the United States and causes XYZ Sub to declare a dividend. La- 
tinia, like many other countries,’® imposes a dividend with- 
holding tax upon dividends paid by domestic corporations to 
foreign stockholders. In Latinia it is 20 per cent. Therefore: 


7. Gross Dividend $ 75,000 
8. Latinia Withholding Tax (20%) 15,000 
9. Net Dividend to XYZ Corporation $ 60,000 


It is at this point that the foreign tax credit comes into opera- 
tion to reduce the tentative United States tax payable to the 
tax that is actually paid. In our example, Latinia has imposed 
several distinct taxes (lines 4, 5, and 8). The foreign tax credit 
could conceivably apply to all of these taxes, to some of them, 
or to portions of some of them. The IRC (Sections 902 and 
903) limits the credit to income taxes or taxes paid in lieu of in- 
come taxes by the foreign subsidiary so the credit is not avail- 
able for the Latinian turnover and property taxes. 

Credit for the Latinian Corporate Tax: Two approaches 
would be possible for this tax (disregarding temporarily the 
dividend withholding tax). A “gross-up” calculation could be 
utilized whereby XYZ Corporation is considered to have re- 

* Most American foreign direct investment is in wholly or virtually wholly 
owned foreign corporations. (fn. 1) 


* Section 881 (a) (1) imposes a 30 per cent withholding tax on the dividends 
to foreign corporations from U.S. investments. 
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ceived a dividend of $100,000 upon which a fully creditable tax 
of $25,000 had already been paid. This calculation would leave 
XYZ with a net United States tax of $27,000 to pay ($100,000 x 
52% minus $25,000) and XYZ would have $48,000 after taxes. 
However, through judicial interpretation’ of the IRC, the 
credit for the foreign corporate income tax has been limited to 
only so much of the foreign tax paid as relates to the profits of 
the subsidiary. In our example, this credit is limited to $75,000 
x 25% or $18,750 on the gross dividend of $75,000 against a 
tentative U.S. tax of $39,000.18 

Credit for the Latinian Withholding Tax: Under Section 
901 essentially a “gross-up” principle is applied to this tax: 
XYZ is considered to have received a dividend of $75,000 upon 
which a fully creditable tax of $15,000 has already been paid. 
XYZ has a net United States tax liability of $5,250 summarized 
as follows: 





9. Net Dividend to XYZ $60,000 
10. Tentative U.S. Tax ($75,000 x 52%) 39,000 
11. Corporate Income Tax Credit ($75,000 x 25%) 18,750 
12. Withholding Tax Credit ($75,000 x 20%) 15,000 
13. Net United States Tax 5,250 
14. After Taxes Income of XYZ $54,750 


At this point, it might be a good idea to see where we are. 
If nothing else is illustrated by the above example, it should 
show that international investment problems help to keep ac- 
countants and lawyers employed and that, depending upon the 
rates in lines 5 and 8, there may be a tax cost when profits are 
remitted by a foreign subsidiary. The present system also tends 
to destroy the efforts of foreign governments to attract Ameri- 
can capital by offering tax-sparing concessions because, if it is 
anticipated that earnings from the enterprise will be remitted 
to the United States, a dividend would encounter a federal in- 
come tax rate of 52 per cent not reduced by a foreign tax credit, 
and in our example, XYZ would have only $48,000 after taxes 
instead of the figure noted in line 14 ($54,750).’® 


* American Chicle Company v. United States, 316 U.S. 450 (1942). 

* Tax Message, op. cit., pp. 30-31 and 56-57, recommends use of the “gross-up” 
approach. 

* Application of the American Chicle Company case, op. cit., results in the 
XYZ Corporation having more left after all taxes when a foreign tax credit is 
allowed than when no such credit is available. 
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CoMPLEX SUBSIDIARY OPERATIONS 

Corporate arrangements other than the simple subsidiary are 
utilized in the control of foreign investment. One form is to 
transform the original operating subsidiary into an operating 
company/parent company hybrid whereby funds from the 
profits of the operating subsidiary and additional investment 
from the American parent are utilized to establish sub-subsid- 
iaries in other countries. This device does permit new invest- 
ment to be made without having profits earned in the foreign 
country pass through the American corporate income tax. How- 
ever many practical disadvantages limit the utilization of such 
an approach. The tax laws of the country in which the hybrid 
is established are important. If, for example, Latinia treats 
dividend income from foreign subsidiaries similar to the IRC, 
it may afford little or no tax advantage to funnei new American 
investment through a Latinian holding company because there 
would be merely the exchange of an American tax for a Latin- 
ian tax on remitted profits. Often countries that offer opportu- 
nities for investment in operating subsidiaries are considered 
not to have the long run economic and political stability and 
freedom from currency controls that would encourage a holding 
company type of operation. Furthermore, such hybrid opera- 
tions result in a certain amount of untidiness within the entire 
corporate organization and force business operations into un- 
natural arrangements for tax savings. 

A second form is the so-called “tax haven holding company,” 
a subsidiary of an American parent incorporated in a country 
with a stable currency and a “friendly” tax climate (Bermuda, 
Panama, Switzerland or the Bahamas, for example) and, in 
turn, owning the operating subsidiaries in other foreign coun- 
tries. This form is most useful when an American company 
contemplates operations in many foreign countries and wants 
to be free to move profits from one country to another without 
an American corporate income tax to pay. The chief tax deter- 
rent to a wider use of this manner of operation is the necessity 
of obtaining a Section 367 ruling in any case where appreciated 
assets are transferred and avoidance of an immediate capital 
gains tax is desired.*® The tax haven approach is useful chiefly 


See Boggs Bill Hearings, op. cit., for an account of the efforts of Sears, Roe- 
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to companies preparing to enter into foreign investment that 
are willing to run the risk that a change in the IRC will not 
leave them with unexpected taxes to pay and a possible un- 
wieldly corporate structure.” 


BALANCE OF PAYMENTS—INTRODUCTION 


In order to analyze the possible impact of the IRC and the 
corporate form of foreign investment upon the balance of pay- 
ments position of the United States, data published by the 
Office of Business Economics, Department of Commerce, the 
Federal Reserve Board, and the International Monetary Fund 
was utilized. The basic source of material for this study was 
Investments (footnote 1), a study principaliy of the year 1957. 
The analysis will focus upon the foreign direct investment in 
the petroleum and manufacturing industries. They were selected 
because, inter alia, the total foreign investment in these two 
industries is approximately equal and the pattern of growth 
has been quite similar.** 

The earnings, income, undistributed earnings, and distribu- 
tion of net capital outflows from the United States will be com- 
pared for these two industries. The second step will be to 
examine how and where these earnings from foreign operations 
have possibly been utilized. Tentative conclusions concerning 
the role of liquid and near-liquid undistributed earnings held 
by foreign investment entities will be suggested with respect 
to our adverse balance of payments. Finally, the Boggs Bill will 
be examined in light of balance of payments considerations. 

The petroleum industry was selected not only because of its 
size but also because of its wide utilization of the branch form 


buck and Company to transform their Latin American operations from a system 
of direct operating subsidiaries into a tax haven holding company owning the 
operating subsidiaries. The request for a favorable Section 367 ruling was denied 
by the Internal Revenue Service even though the applicant cited many business 
reasons for desiring the change. 

™“T shall recommend that the Congress enact legislation to prevent the abuse 
of foreign ‘tax havens’ by American capital abroad as a means of tax avoidance.” 
Balance of Payments Message by President John F. Kennedy to Congress, Febru- 
ary 6th, 1961. 

“The undesirability of continuing deferral is underscored where deferral has 
served as a shelter for tax escape through the unjustifiable use of tax havens 
such as Switzerland.” Tax Message, op. cit., p. 6 

"Investments, op. cit., Table, p. 1; Chart, p. 2; Table 5, p. 93. 
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of doing business in foreign countries. However, in the studies 
reported in Investments the petroleum industry was given a 
much broader definition than would be given to petroleum pro- 
duction under the Standard Industrial Classification.** This has 
had the result of including a great many foreign subsidiary op- 
erations of the petroleum industry in the survey. Since the de- 
pletion allowance is available only for activities connected with 
the production of petroleum, it is generally only there that 
the petroleum industry will utilize the branch form of doing 
business. Other activities are apt to be cast in the foreign sub- 
sidiary form. The petroleum industry as a whole has more in- 
vested in foreign subsidiaries than in branches but the branch 
form is predominant in areas in which production of oil is the 
principal activity.** Production and exploration compose about 
60 per cent of all petroleum investments* and there is a close 
correlation between countries in which there are branch opera- 
tions and countries having extensive production and explora- 
tion investments.” Most important for purposes of this paper, 
in each of the years from 1957 through 1959 over seventy per 
cent of the United States share in the net earnings of foreign 
direct investment in the petroleum industry was attributed to 
operations in the Middle East and Venezuela, both primarily 
production orientated regions.** With these qualifications, the 
petroleum industry investment is to be treated as branch form 
investment. 

Manufacturing investment has been overwhelmingly made in 

aw 


. . all activities of petroleum companies (production, refining, owes ~ 
transportation, and shipping) [are under] one basic industry grouping. " In- 
vestments, op. cit., p. 78. 

* Ibid., Table 9, p. 97. 

The poe ee of subsidiary operations in Canada, both an oil produc 
ing and consuming country, may be explained by provisions of the Canadian 
tax law. The Canadian corporate rate is approximately the same as the Ameri- 
can tax rate of 52 per cent and would apply both to branch and subsidiary op- 
erations. In addition, Canada imposes a basic 15 per cent dividend withholding 
tax on remittances to non-residents. Because the basic corporate tax rate is 
approximately the same as the American rate, this additional withholding tax 
would give rise to little, if any, foreign tax credit under the IRC (see quotation, 
p. 194, supra). A branch operation in the extractive industry would not be 
profitable, tax-wise, unless the American depletion allowance was so much higher 
than the comparable Canadian allowance that the lost tax credit for the with- 
holding tax was offset. 

* Investments, op. cit., Table 6, p. 94. 

* With the exception of Canada (fn. 24, supra). 

* Investments, op. cit., Tables 37 and 38, pp. 125-28, 
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the form of foreign subsidiaries. About 95 per cent of the total 
investment”® and of the United States share in earnings from 
foreign direct investment in the manufacturing field” is from 
subsidiary operations. 


EARNINGS AND CAPITAL FLOWS 


In the section entitled ““Methodology’’® definitions for earn- 
ings, income, etc. are given. The tabular presentation of these 
classifications** will be compared with the XYZ Corporation 
example*? to show their relationship. 








1957 XYZ 

(millions) Corp. 

U.S. share in net earnings 3561 line 6 
Less: undistributed profits 1363 none 
Less: Tax withheld on dividends paid 46 line 8 
Plus: Preferred dividends 7 none 
Plus: Interest 90 line 3 
Equals: Net Receipt of Income 2249 line 9 





The net receipt of income includes all funds received by the 
investors. This latter figure is important in its current impact 
upon the balance of payments position of the United States as 
presently calculated.** The analysis will be in terms of the prin- 
cipal classifications noted above: U.S. share in net earnings, 
undistributed profits, and net receipt of income. 

Examination of income remitted as a percentage of earnings 
for foreign investments in the petroleum and manufacturing 
industries for the period 1950-1959 indicates that the hypothesis 
that there is a greater freedom of movement for branch earnings 
than for subsidiary earnings can be supported by empirical 
data.** 


* Ibid., Table 8, p. 97. 

® Ibid., Table 39, p. 128. 

” Ibid., pp. 82-84. 

" Ibid., Table 47, p. 135. 

* See, supra, “Operation of the Foreign Tax Credit.” 

* Survey of Current Business: U. S. Balance of Payments Tables, lines 10-11. 
I.M.F. Balance of Payments Yearbook, line 6. 

™“ For the years 1950-56, the source utilized was Balance of Payments Statistical 
Supplement (1958), pp. 138-51. For the years 1957-59 Investments, op. cit. was 
used. 1957: Table 38, pp. 127-28; Table 43, p. 131. 1958-59: Table 37, pp. 125-26; 
Table 42, p. 130. 

The percentages calculated would have been somewhat lower if payments 
made on account of senior securities had been excluded from the “income” 
classification. 
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The world-wide income remitted/earnings percentages were: 





Petroleum Manufacturing 
1950 88% 57% 
1951 171% 48%, 
1952 67% 45% 
1953 76% 47% 
1954 91% 48%, 
1955 83% 47% 
1956 82% 45% 
1957 74% 49% 
1958 90% 50% 
1959 93% 49% 





Unless one is willing to make the argument that the inherent 
differences in the nature of the foreign investments in petro- 
leum and manufacturing would cause the former to remit a 
substantially higher percentage of their earnings, it is suggested 
that our present system of taxation of subsidiary operations may 
be a source of distortion in the freedom of capital movement.** 

The ability of the petroleum industry to invest earnings from 
one area in new ventures in other areas can be shown by a com- 
parison of the earnings, income, and net capital outflow for the 
same period for Latin America and Canada. In general, this 
decade was marked by substantial earnings in Latin America 
and relatively minor Canadian earnings; a high income/earn- 
ings ratio for Latin America and a considerable net capital out- 
flow to Canada. Latin American earnings ranged from $276 
million (m) to 701 m. during this period and the income con- 
sidered to have been remitted under the balance of payments 
formulation was from 69 per cent to 97 per cent of the annual 
earnings.*® Net outflow to Latin America in this decade was 
negative in three of the years and less than 100 m. in the other 
three years from 1950-55. Since 1955 net outflow to Latin 

*“While it is difficult to estimate quantitatively by how much tax deferral has 
contributed to the balance-of-payment deficit, it has surely been a significant 
factor. Particularly when it is enhanced by the resort to tax havens, tax de- 
ferral has given artificial encouragement to foreign investment and has acted as 
a deterrent to the repatriation of dividend income.” Tax Message, -. cit., p. 27. 

“With the present deferral privilege, an American firm contemplating a new 
investment and finding cost and market conditions comparable at home and 
abroad is impelled toward the investmei! opportunity overseas.” Cf. Ibid., p. 29. 

* Investments, op. cit. Under the balance of payments formulation, branch 


profits retained for reinvestment are considered to have been paid as income 
and then are offset in the capital outflow figures. 
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America has been higher; 365 m., 862 m. (possibly as a result 
of the Suez incident), 147 m., and 129 m. for the years from 
1956 to 1959.%? 

For the years 1950-54, the earnings from Canadian operations 
were below 20 m. per annum and the income was a negative 
amount in each of these years. From 1955-59, earnings did not 
exceed 122 m. and income remained below 56 m. in every year. 
During this decade the net capital outflow from the United 
States to Canada in the petroleum industry ranged from 122 m. 
to 250 m., far exceeding undistributed earnings as a source of 
investment capital.** 

Regional examination of the earnings, income, and net cap- 
ital outflow for foreign subsidiary manufacturing investments 
does not reveal any particular flow of earnings (income) from 
one area into investment in another area during this period. 
The Latin American, Canadian, and Western European in- 
come/earnings percentage reveal a pattern quite similar to the 
world-wide figures reported above;** that is, about one-half of 
the earnings were remitted as income and the remainder were 
retained by the foreign subsidiaries. 

Again, therefore, the generalization is offered that in a com- 
parison of the petroleum and manufacturing investments of 
American companies overseas, the former have exercised a much 
greater degree of flexibility in the movements of earnings and 
capital than have the latter. To the extent that the degree of 
flexibility is considered to be related to the pattern of taxation 
imposed by the United States upon these enterprises, this sec- 
ond comparison suggests that consideration should be given to 
two alternative (and mutually inconsistent) proposals. The first 
would be to tax all the earnings of American-controlled foreign 
investments regardless of corporate structure, as they accrue to 
the foreign entity. The second proposal is embodied in part in 
the Boggs Bill which would, in effect, permit wider use of the 
holding company arrangement for foreign investments without 
unfavorable American tax treatment. The second plan would, 


* For 1950-56, op. cit., fn. 34. For 1957-59, Investments, op. cit. 1957: Table 49, 
p. 187. 1958-59: Table 48, p. 136. 

** Ibid. Tables cited in fn. $4 and 37. 

* Income as a percentage of earnings for foreign subsidiary operations in Can- 
ada, Western Europe, and Latin America ranged from 40 per cent to 55 per cent 
for all years and regions except Canada in 1950 and 1951. Jbid. 
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however, not give the full range of choice to such companies as 
is presently enjoyed by the petroleum industry because such 
holding companies would not be free to utilize their earnings 
in America for the expansion of the domestic parent’s plant and 
equipment or to pay dividends to corporate shareholders with- 
out first passing through the American corporate income tax. 


UTILIZATION OF UNDISTRIBUTED FOREIGN SUBSIDIARY EARNINGS 


The second phase of the analysis should be a detailed exami- 
nation of the uses to which retained earnings, depreciation al- 
lowances, and similar sources of funds generated by foreign 
manufacturing subsidiaries have been put. Ideally this analysis 
should continue the examination commenced above by seeking 
to determine if the reinvestments actually made would have 
been placed in the countries they were if the funds available 
had been free to move into direct investment opportunities 
wherever available. This study would entail a depth of research 
well beyond that undertaken by the governmental agencies op- 
erating in the field and would involve the measurement of 
subjective business decisions based upon possibly incomplete 
knowledge. 

The analysis should then be directed towards a comparison 
of the investment in plant and equipment where actually made 
and the amount of capital retained by the subsidiaries in liquid 
or current asset form to attempt to establish whether or not 
there has been a tendency of such organizations to hold exces- 
sive funds in the latter form. The proposition phrased another 
way might be: Do foreign subsidiaries tend to accumulate earn- 
ings when no immediate need is foreseen for their use in the 
countries in which the subsidiary could practically invest ab- 
sent a need by the American parent company for funds for do- 
mestic investment or obligations or for dividends? To the extent 
that it could be shown that this proposition is true, our tax 
system may encourage retention of funds by these foreign enti- 
ties which are denominated as “foreign holdings’’*® for balance 

“” The term “foreigner” is used to designate foreign governments, central banks, 
and other official institutions, as well as banks, organizations, and individuals 
domiciled abroad and the foreign subsidiaries and offices of U.S. banks and com- 


mercial firms. Note. Federal Reserve Bulletin, Table 1: Short-Term Liabilities to 
Foreigners. . . . 
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of payment purposes and which, if remitted to the American 
parent, would have a favorable impact upon our international 
account. 

Unfortunately, there seems to be little statistical data pub- 
lished that will furnish a basis for a meaningful examination 
of the questions posed. In a discussion of the direct enterprise 
current asset holdings for 1957, Investments states: ‘Separate 
data are not available for the types of current assets held.’’*? A 
review of the other Department of Commerce, Federal Reserve 
Board, International Monetary Fund publications and Tax 
Message has not advanced the level of knowledge much beyond 
this point. 

Offered in lieu of a statistical study of doubtful merit are two 
propositions. The first is that it is unlikely that an integrated 
international organization with an investment in a country with 
a stable currency would cause a dividend to flow from that 
country to the United States if the tax cost involved was not 
offset sufficiently by strong business considerations. Secondly, 
we have available testimony from various representatives of in- 
dustry interested in investment overseas during hearings on the 
Boggs Bill. Among the reasons cited by the spokesmen in favor 
of the Boggs Bill is that it permits American business invest- 
ment overseas to assume a corporate structure that would be 
more natural for overseas investments in several countries and 
would permit tax-free movement of funds from one country to 
another as needed in the business.*? 


UNDISTRIBUTED SUBSIDIARY EARNINGS AND THE 
BALANCE OF PAYMENTS 


Now to be examined are the possible roles of the portion of 
these funds that are not committed to real reinvestment in 
foreign countries. Our interest is focused upon these funds, if 
they exist in significant amounts, that are not needed in the 
foreign enterprise but which are retained in the name of the 
subsidiary because there is likewise no current demand for these 
funds by the American parent that would outweigh the United 

“ Investments, op. cit., p. 29. 


“For example, see Boggs Bill Hearings, op. cit., pp. 61, 136-37, 291-92, $26, 
$96-97, 457, and 486-87. 
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States tax cost of remitting them to the United States as divi- 
dends to the parent. 

Where might liquid assets in excess of current demands for 
working capital be found? It is suggested that they might well 
be found in the international money market amidst the short- 
term capital funds moving from country to country in search 
of higher interest rates. And these funds will be moving under 
a ‘foreign holdings” label for purposes of the American balance 
of payments position.*® It is suggested that the current inter- 
reaction of the IRC and the balance of payments treatment 
of such funds results in a technical distortion of our world pay- 
ments position, 

In computing our balance of payments position, attention is 
generally directed towards the changes in the total foreign gold 
and liquid dollar claims, especially those arising from trans- 
actions with the United States.“* A distortion arises in the 
classification of the undistributed subsidiary earnings of a 
foreign corporation owned substantially by an American com- 
pany.*® Liquid assets held by such entities under our present 
tabulating system either fail to enter into the balance of pay- 
ments calculations (when, for example, they are deposited in a 
foreign bank) or give rise to offsetting entries (when deposited 
in an American bank or utilized to purchase short-term dollar 
assets). 

If, however, these funds had been remitted or classified as be- 
longing to the American parent company, the impact upon the 
balance of payments would be entirely different. No matter 
where they were then invested or deposited, they would have 
the character of “American holdings.” Placed in liquid domes- 
tic assets, they would have no further impact upon the balance 
of payments; deposited in a foreign bank, they would give rise 
to offsetting entries in the overall balance of payments picture, 
adding to the foreign holdings of liquid dollar assets and in- 
creasing the American short-term private foreign investment 
by a like amount. 


“See supra, fn. 40. 

“Survey of Current Business: U.S. Balance of Payments tables, Memorandum 
items: I and II. 

* See >. cit., fn. 1, for citations to references showing that nearly three-quar- 
ters of U.S. direct investment is in enterprises owned at least 95 per cent by 
American interest. 
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The problem thus focuses upon the rather elusive question 
of ascertaining what treatment ‘economic reality’’ would dic- 
tate for these ‘‘foreign holdings.” Arguments could be made for 
the present treatment, if on no other basis than the ease of cal- 
culation and the conservative bookkeeping practice that is thus 
reflected. If it were decided that these funds should be labeled 
as “American,” thought should be given to encouraging remit- 
tance of earnings not presently required for expansion of real 
economic facilities in foreign countries. As discussed supra, the 
present tax credit treatment seems to fall between two solutions 
to the problem, either of which would encourage remittance of 
foreign earnings. Tax-free repatriation of earnings to the Amer- 
ican corporate parent is one possible approach. This would give 
rise to serious tax equity objections because it would give a 
considerable tax advantage to earnings generated overseas and 
if utilized, would have to be thought through carefully to de- 
termine if this advantage should extend to all foreign invest- 
ment wherever situated and how to differentiate between ex- 
port activities and real foreign investment. The other approach 
would be to tax foreign earnings of American-owned enter- 
prises in the manner branch investments or personal holdings 
companies incorporated in foreign countries are treated.** This 
would discourage expansion of foreign investment if for no 
other reason than the American taxing authorities taking funds 
in taxes that would otherwise be available for reinvestment. 


THE Boccs BILL AND TAX MESSAGE PROPOSALS 

In 1959 the Boggs Bill‘? proposed a revision in the IRC 
concerning, inter alia, an increase in the freedom with which 
American capital invested overseas could be shifted from coun- 
try to country without being subjected to an American tax. 
Briefly, the Foreign Business Corporation (F.B.C.) proposal 
envisages an American incorporated holding company not un- 
like the present tax haven holding companies through which 
funds from operating subsidiaries in one country could be 

“See, supra, fn. 15. The precedent of the present tax treatment of foreign 
personal holding companies is noted in the supporting documents in Tax Mes- 


sage, op. cit., p. 52. 
“ Op. cit., fn. 2. 
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transferred to other investment opportunities. So long as the 
funds were invested outside of the United States, there would 
be no United States tax liability for the F.B.C. or its parent 
company. Distributions taxable to the United States parent 
would include not only dividends but also loans to the parent 
and certain domestic investments. The Boggs Bill would also 
require annual corporate income tax reports by the F.B.C. even 
though there was no tax liability in the current year. 

Industry support for this bill has been quite strong, as it gen- 
erally is for any proposal that reduces taxes for a particular in- 
terest group.*® Among the reasons cited in the hearings and 
statements favoring enactment of the bill was the need of com- 
panies investing overseas to be able to transfer investment funds 
from country to country in a natural (i.e., tax-free) manner.*® 
In response to a Treasury Department suggestion that the bene- 
fits of the F.B.C. proposal should be extended only to invest- 
ments in designated underdeveloped countries, the spokesmen 
were quick to argue against this restriction and suggested that 
profits from Western Europe, Canada, and similar areas would 
be a logical source of investment funds for these emerging 
countries.®° 

The Tax Message proposal would permit the movement of 
investment funds without any additional American tax cost but 
would, at least with regards to profits earned in countries 
deemed to be developed, impose an immediate American tax, 
in a manner not unlike the present tax treatment of branch 
operations in foreign countries. 

In the course of these hearings there was little mention made 
of possible balance of payments effects arising out of the estab- 
lishment of American-based foreign investment holding com- 
panies. Probably this subject was not explored because the in- 
dustry support for the bill stressed the removal of tax deterrents 

“Apart from a few statements by industry representatives that feared low- 
cost import competition and the statement submitted by Stanley S. Surrey, prac- 
tically all statements given to the Ways and Means Committee favored the bill 
in toto or thought it did not go far enough. 

“ Op. cit., fn. 42. 

*® Ibid. Whether, in fact, the funds would move into underdeveloped countries 
is a questionable proposition. There has been no such trend since the end of 


World War II or at least no flood of capital to such areas as the Tax Message 
implicitly recognizes. 
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and the increase in investment flexibility and the Treasury De- 
partment had its attention therefore focused upon possible rev- 
enue losses through the enactment of this bill.®! If, through ap- 
propriate changes in the tax jurisdictional rules, the F.B.C. was 
made the sole feasible (tax-wise) form for foreign subsidiary 
operations, it would be both appropriate and practical to take 
account of the impact of this new form of organization upon 
our balance of payments position. As developed above, our bal- 
ance of payments calculations presently include only remitted 
foreign subsidiary earnings (i.e., income) as a debt and treat 
deposit and short term investments in the name of the subsidiary 
in the United States as “foreign holdings.” It would seem that 
under the F.B.C. proposal of the Boggs Bill the measurement 
objections noted above should be eliminated because of the 
requirement for annual corporate reports by the F.B.C. And 
conceptually, the funds could easily be denominated as “Ameri- 
can holdings” because they would be held in the name of an 
American entity, the F.B.C. 

The Tax Message proposals eliminate the distinction be- 
tween “earned” and “remitted” funds (at least with respect to 
developed countries), treating all subsidiary earnings as “‘re- 
mitted” for tax purposes. While this approach will remove any 
incentive to accumulate funds at the subsidiary level, the after 
taxes earnings of the subsidiary not remitted to the parent will 
retain a ‘foreign holdings” label. 


CONCLUSION 


The combination of the present IRC treatment of the earn- 
ings of American capital in foreign countries and our balance 
of payments calculations serve to distort what our real world 
payments position is with respect to these sums. Although our 
present conceptual treatment of both of these matters may be so 
ingrained or necessary from a practical standpoint, there is need 
to study how great a distortion is created by these approaches. 

* Boggs Bill Hearings, op. cit., pp. 37-38, for Treasury estimate. The balance 
of the hearings is filled with attacks upon the accuracy of these estimates. 

Tax Message, op. cit., p. 29. “It may be estimated, although very roughly, that 
the elimination of the deferral privilege for all subsidiaries in advanced coun- 


tries and for tax haven operations in all countries would improve our balance-of- 
payments position by as much as $390 million per annum.” 
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Further consideration of tax legislation concerning earnings 
from foreign investment should include a Treasury Department 
(in conjunction with the Department of Commerce, Balance of 
Payments Section and the Federal Reserve Board) study of the 
possible impact upon the balance of payments arising from the 
conceptual changes such legislation might make possible. 








THE INVESTMENT GUARANTY PROGRAM 


Charles B. Warden, Jr. 


HAT was little better than a Washington rumor in mid- 
Wi winter 1960-61 by the dog-days of July, emerged as a real- 
ity for the closing sessions of the Congressional fight over the 
President's foreign aid legislation. The Investment Guaranty 
Program (IGP), one of the lesser known operations for foreign 
aid, gained major status by winning greater guaranteeing au- 
thority to encourage a large flow of U.S. private capital into 
direct investments overseas. Its new stature puts the IGP on the 
first string of the foreign aid team and obliges us to examine its 
role a bit more closely. 


PROTECTION FOR PRIVATE CAPITAL 


The IGP, broadly speaking, is designed to use a government 
guaranty to encourage U.S. private capital’s participation in 
the economic development of the rest of the world. This mis- 
sion is based on two assumptions, neither one of which is uni- 
versally accepted but both of which are necessary for the ra- 
tionale of the program. They are 1) that U.S. private capital 
has a role in the development of the rest of the world, and 2) 
that the U.S. government should help private capital fill its 
role. The U.S. government has taken the stand that private 
enterprise can and, more importantly, should participate in 
economic development.! From this policy posture it justifies en- 
couraging private capital to venture overseas in direct invest- 
ment enterprises. 

It is true that the IGP springs from concern over foreign aid, 
yet its particular characteristics reflect, too, a responsibility for 
the wellbeing of U.S. citizens located abroad. A government can 
fulfill such an obligation both by a priori and by a posteriori 

* This principle, long espoused by the government, was reaffirmed by President 
Kennedy: “The free world has a strong obligation to assist in the development 
of these [less developed] economies, and private investment has an important 


contribution to make.” President’s Tax Message (reprinted by the Committee 
on Ways and Means, House of Representatives, May 3, 1961), p. 7. 
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action.? A priori protection—i.e., protection before the act— 
takes the form of explicit agreements governing the behavior of 
all parties, while a posteriori protection relies on retaliatory 
action after the problem has been created. Bilateral agreements 
form the structure of the IGP and, therefore, place it in the 
a priori class. Recognition of this obligation to citizens over- 
seas is fundamental to the government’s role as an insurer of 
direct investments abroad and is one reason why guaranties are 
preferable to tax concessions to induce the outflow of private 
investment capital. The a priori nature of the IGP is under- 
scored at this point because it is easily lost as the discussion 
progresses to the foreign aid function and the problem of the 
balance of payments effect. 


THE PRESENT PROGRAM 


The IGP* was born with the Foreign Assistance Act of 1948 
(Marshall Plan) with the mission to encourage a larger flow of 
U.S. private capital to the Marshall Plan countries. Initially the 
program was limited to convertibility guaranties subsumed in 
the broader ECA agreements with the Marshall Plan countries. 
Legislation in 1950 broadened the authority to cover expropria- 
tion, and in 1951 the program coverage was extended beyond 
the OEEC bloc. The present program works under the basic au- 
thority of the 1954 Mutual Security Act (Section 413,b.4) and 
its amendments. The two most important amendments were 1) 
that of 1956, which allowed guaranties with any country signing 
an agreement and which authorized a “war risk” clause, and 2) 
that of 1959, which limited contracts to investments in under- 
developed countries, thereby effectively excluding the greater 
part of Western Europe, and which increased the issuing au- 
thority of IGP from $500 million to $1 billion. The Program 
is administered by the Investment Guaranty Division of the In- 

*See the discussion of John T. Miller, “The ECA Guaranties and the Protec- 
tion and Stimulation of Foreign Private Investment,” Georgetown Law Review 
vol. 39:1, 1950. 

*The three most valuable references on the Investment Guaranty Program 
are: Marina von Neumann Whitman, The United States Investment Guaranty 
Program and Private Foreign Investment (Princeton, 1959); Peter Straus et al., 
Investment Guaranty Program (mimeo, Harvard Business School, April 25, 1958); 


International Cooperation Administration, Investment Guaranty Handbook 
(Washington, 1960). 
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ternational Cooperation Administration, Department of State, 
and the executor of IGP contracts is the Export-Import Bank 
of Washington D. C. 

Basically, the guaranty program is an insurance scheme under 
which the U.S. investor buys security against political risk. 
Profit continues to be the responsibility of the businessman. 
The government simply insures against currency blockage, ex- 
propriation without proper compensation, and loss from war or 
insurrection. These are generally considered the three funda- 
mental types of political risk which are beyond the private 
businessman and within the purview of the government. 

The investor is insured against having either his earnings or 
capital repatriation blocked by the foreign country. Essentially, 
this guaranty assures that the receipts from the investment can 
be transferred to a dollar account at about the prevailing ex- 
change rate. There are several wrinkles to the problem, one of 
which involves convertibility within a multiple exchange struc- 
ture. The usual solution would be to maintain the relative 
structural position of the particular rate used. 

Guaranty against expropriation (including confiscation) is 
not promised by the guaranteeing authority. Rather, it is a 
guaranty against loss from expropriation, that is, against ex- 
propriation without adequate compensation. No government 
presumes to deny another the right to conduct its own affairs, 
and all governments recognize the right of any nation to seize 
control of an enterprise. The guaranty is designed to indemnify 
for inadequate compensation. A successful claim for additional 
compensation would oblige the U.S. government to pay off the 
guaranty and to assume under subrogation the claim against the 
foreign government. 

Expropriation, unfortunately, is difficult to define. When it 
is outright seizure, divesting the owner of title and control, 
then the case is simple. But fuzzier problems arise when a coun- 
try slowly puts the squeeze on an operation through taxes and 
legislation. One suggested rule of thumb is that denial of effec- 
tive control for one year constitutes grounds for a legitimate 
claim by the owner. Furthermore, it is necessary for a claim to 
be valid, that the action of the foreign government is aimed at 
divesting the owner of control rather than only revenue. A tax, 
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for example, might drain off all the investor’s profits, but be- 
fore he could win a claim under the guaranty, he would have 
to prove that the tax denied him control of his enterprise with- 
out compensation.* 

War risk guaranty is designed to protect against loss resulting 
from direct damage caused by war, whether or not under for- 
mal declaration. This includes any hostile act by any national 
or international force as well as action taken by the govern- 
ment of the project country in combatting or defending against 
attack. It is notable that the U.S. program does not include in- 
surrection or civil strife whereas, for example, Germany's guar- 
anty program does. 

Of the several institutions offering investment guaranties, the 
IGP is the only one backing up the guaranty by a bilateral 
agreement with the host country. DLF, for example, guaranties 
without prior commitment from the project country. In one 
sense this is an attempt by the U.S. to secure its side of the con- 
tract with the investor, to protect, as it were, its participation 
in the project. But, the impact of the agreement is even greater, 
because indeed it is an explicit expression by the foreign coun- 
try in favor of private enterprise and of some sympathy with the 
western camp. Both of these are important to U.S. businessmen 
considering foreign investment. 

It has often been asked why such an insurance operation can- 
not be done commercially, why it has become a government 
affair. Other than insurance on such a scale being beyond com- 
mercial capabilities, the argument for government participation 
is simply that it is preferable for the government to assume the 
claim of subrogation against a foreign government. As Tidd 
has suggested, 


The agreement serves to substitute the government of the U.S. for 
the investor as claimant and to substitute negotiation and arbitra- 
tion for local judicial processes. From the investor's standpoint, of 
course, this has obvious advantages. From the government's stand- 
point, there may well be political benefits derived from removing 


*For an interesting discussion of the legal problems involved in the expropria- 
tion guaranties, see J. Thomas Tidd, “The Investment Guaranty Program and 
the Problem of Expropriation,” The George Washington Law Review vol. 26: 
710. 
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what could be a highly emotional controversy from the showcase of 
local courts to the more sheltered arena of diplomatic negotiation.5 


Then, too, there is a social gain from the lesser likelihood of 
claims, because the government is apt to take steps to reduce 
the likelihood of loss, whereas the insurance principle is to es- 
tablish rates based on some sort of probability calculus without 
exerting influence on the action of the players. Furthermore, the 
government will probably run a more energetic program be- 
cause it should have less risk aversion than a commercial com- 
pany could afford. These arguments are, of course, in addition 
to the foreign aid purpose assigned to the program from the 
beginning. 

The disadvantage of negotiating claims—particularly on ex- 
propriation and convertibility—at the intergovernmental level 
is that it invites forth the hobgoblin of international lawyers, 
the issue of sovereignty. We cannot expect any country to sub- 
ordinate its exchange requirements to the priority of foreign 
investors or to permit the U.S. government to assume title to 
productive resources within its borders. An expression of this 
problem is the “Calvo Clause” contained in many of the Latin 
American constitutions, which effectively says that the govern- 
ment of the foreign investor may not interfere in dealings with 
the host country. The U.S. government so far has refused to 
recognize the Calvo Clause, stating in sum that no U.S. citizen 
may willingly contract away his rights to protection by his own 
government. Fortunately, there has been no occasion to test 
this conflict yet, but it has made agreements with Latin Ameri- 
can countries more difficult to negotiate. 

Of the several features which make the IGP stand out as a 
unique operation, the most important is the bilateral agree- 
ment which must precede the granting of a guaranty. On the 
one side it is argued that the need for an agreement restricts 
the scope of the operation and, as evidence, is cited the number 
of applications received for countries not covered by agreements. 
Consensus is, however, that on net balance the agreement is 
helpful because it commits the signer to responsible behavior 
which encourages potential investors even if they choose not to 


* Tidd, p. 717. 
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use the guaranty available. And, it offers the U.S. government 
opportunity to engage in some a priori protection for its na- 
tionals. Table 1 is a list of those countries having signed guar- 
anty agreements. All agreements cover convertibility losses; all 
but four, Argentina, Chile, Colombia and Peru, cover expro- 
priation, and about one-third include war risk coverage. All 
economically developed countries are excluded by a 1959 
amendment to the Mutual Security Act. 


TABLE | 
Countries Where Guaranties Are Available 





Afganistan Honduras Paraguay 
Argentina India Peru 
Bolivia Iran Philippines 
Chile Israel Portugal 
China, Republic of Jordan Sierra Leone 
Colombia Korea Spain 

Costa Rica Liberia Sudan 
Ecuador Malaya, Federation of Thailand 
El Salvador Morocco Tunisia 
Ghana Nepal Turkey 
Greece Nicaragua Viet Nam 
Guatemala Pakistan Yugoslavia 
Haiti Panama 





Source: International Cooperation Administration, Office of Private Enterprise. 


The second interesting feature is the fee structure. Contrary 
to usual insurance practice, IGP does not exercise rate discrim- 
ination according to probable risk. The right to charge differ- 
ent rates was built into the initial legislation but not adopted 
because it contradicts the foreign aid purpose of the program. 
That is, it would mean charging higher rates in low credit-risk 
countries, the very countries which need this flow of investment 
capital. Also, it was confessed, there is no basis for determining 
what the differential in the rates should be. In fact, never hav- 
ing suffered a loss, IGP has no actuarial basis to determine any 
rates at all, making all rates, in a sense, arbitrary. Currently 
one-half of 1 per cent per annum is charged for each coverage. 
The contracts may be written for as long as twenty years. 

In the administration of its job, too, the IGP is atypical, 
managing the entire operation with a staff of somewhat over a 
dozen persons. It is claimed that a contract can be signed in 
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seven working days if all the ground work of the investor is 
completed beforehand. The large backlog of applications—as of 
June 30, 1961 the backlog was around $1.6 billion—comes from 
delays by the investor and/or from the host country. It is inter- 
esting to note, also, that this is one of the few operations of 
the U.S. government whose income more than covers its costs. 
Cumulative fees by June 30, 1961 were $7.1 million. 


EVALUATION OF THE EFFECT OF IGP 


It would be in keeping with the best traditions of economic 
analysis if we could devise some sort of quantitative analysis of 
the effect of the Program. This is practically impossible, un- 
fortunately. To begin with, the amounts involved in the flow of 
guarantied funds are less than the variance of the total amount 
of net foreign investment, a condition which produces some 
tricky statistical problems. Further, the data of international 
investment manifest obvious autocorrelation, an extremely 
heavy time trend, and a high sensitivity to the business cycle, 
all of which when compounded with unreliable data effectively 
preclude separating out the effect of the IGP on the total flow 
of funds. Finally, there is the practical problem of not being 
entirely sure what we would be measuring. In today’s world of 
blocked accounts and political pressures on business, it is diffi- 
cult to determine to what extent an investment has been under 
some non-economic duress. This is particularly true with rein- 
vested undistributed subsidiary earnings. 

Nevertheless, it is evident that the IGP has assumed a 
significant role in the international investment arena. Both 
guaranties issued (see Table 2) and applications for guaranties 
have increased at an enormous rate. In 1954, after six years of 
operation, there were approximately $48 million of guaranties 
issued. By mid-1958 the cumulative total was $148 million, and 
by 30 June 1961 it had reached $607 million. Applications 
pending have tripled between 1957 and 1961. 

One very crude measure of the importance of guaranties was 
obtained in the study of the IGP by the Harvard Business 
School.* 106 participants in the Program were asked by ques- 


* Straus, p. 44 ff. 
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TABLE 2 
Guaranties Issued 1949-61, By Type of 
Guaranty and Type of Area 
Guaranties Issued (millions of doliars) 
Less 
Fiscal Converti- Expro- War Developed Cumulative 
Year bility priation Risk Total Countries Other Total 
1949 6.1 _ _ 6.1 — 6.1 6.1 
1950 24.5 - _ 24.5 _ 24.5 30.6 
1951 7.7 _ _ 7.7 2.8 49 $8.3 
1952 J 1.1 _ 1.1 _ 1. 39.4 
1953 2.0 3 _ 2.3 — 2.3 41.7 
1954 5.2 1.0 _ 6.2 - 6.2 47.9 
1955 30.5 13.0 _ 43.5 5.5 38.0 91.4 
1956 13.4 12.4 _ 25.8 3.5 22.3 117.3 
1957 16.8 14.4 _ $1.2 12.7 18.5 148.5 
1958 33.1 25.8 _ 59.0 14.0 45.0 207.4 
1959 96.8 127.4 _ 224.2 125.0 99.1 431.6 
1960 $3.2 36.2 7 70.1 70.1 — 501.7 
1961 66.2 38.1 1.1 105.5 105.5 — 607.2 
Grand —— — — ccenasane 


Total $35.6 269.8 18 607.2 $39.2 268.0 607.2 





N.B. War Risk was not authorized until July 18, 1956. Economically developed 
countries are excluded from the program beginning fiscal year 1960. As of 
June 30, 1961 outstanding liability was approximately $482 million. 


Source: International Cooperation Administration, Investment Guaranties Divi- 
sion. 


tionnaire, ‘Would you have made the insured investment had 
the guaranties not been available?” Of those who replied, 50 
per cent stated it would have been made. Twenty per cent 
stated it would probably have been made, with the typical 
elaborating comment of “‘perhaps—but the guaranties no doubt 
helped our decision to invest.” Standard Oil of New Jersey, in 
fact, claimed it had been a significant factor in the decision to 
invest. Another 20 per cent stated that the investment would 
not have been made. The responses indicated that those invest- 
ments that would have been made in any case certainly would 
have been negotiated differently. Too, they indicated that the 
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financial community was more readily accessible if a loan could 
be requested for a project backed with a guaranty. 

A similar type of questionnaire was distributed by the De- 
partment of Commerce in 1953. Of its respondents, 52 per cent 
admitted the encouragement of the guaranty, yet roughly two- 
thirds of them denied that their specific guaranty had influ- 
enced their investment decision. None of the respondents 
claimed that the guaranty had been the determining factor in 
the decision to invest. This type of response is inherent in a 
questionnaire designed along the lines of the earlier Depart- 
ment of Commerce letter or the later Harvard Business School 
letter, both of which were essentially of the same type. Quite 
apparently, it would be the unusual executive who would allow 
the final decision of a several million dollar investment rest on 
the single factor of the guaranty. If he did, he would not be apt 
to admit it. 

In 1954 the Department of Commerce used a less biased 
questionnaire which asked respondents what sort of inducement 
they would like to see were they planning a foreign invest- 
ment.? The most frequently mentioned was, as might be ex- 
pected, tax inducements. The strong second, however, was the 
investment guaranty. The same ranking was found with a 
similar question relative to what government inducements 
could be suggested for increasing the flow of capital to under- 
developed countries. 

As demonstrated by the unreliable results of the question- 
naires, it is most difficult to measure the effect of a program such 
as this, particularly when its nature is to integrate with other 
forces to achieve its purpose. Therefore it is not unusual that 
its critics should be skeptical. It seems more reasonable, never- 
theless, to conclude that the IGP is having some significant 
effect on investors, a proposition staunchly supported by the 
rapidly growing number of guaranties issued and particularly 
the increasing amount of applications. This is the conclusion 
reached by Marina von Neumann Whitman in 1959. 


. the Investment Guaranty Program has at last begun to have a 
steadily growing incentive effect, at least collateral and in some 


*U.S. Department of Commerce, Responses to Business Questionnaire Re- 
garding Private Investment Abroad, Washington, 1959. 
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cases decisive, on the movement of American capital abroad. The 
history of the Program’s development, seriously discouraging at first, 
has become increasingly bright in recent years. . . . It is apparently 
overcoming much of the initial hostility of the business world, and 
is beginning to take its place as a significant factor in an increasing 
number of foreign investment decisions.® 


And, it is essentially the same conclusion that the now famous 
Straus Report made, when it stated that, “there has been a pro- 
gressive increase in the importance attributed to these guaranties 
by investors as the program has been broadened in scope, be- 
come better known, and more widely used.”” The report recom- 
mended a wider use of guaranties as a foreign aid tool.® 


NEw EVENTS ON THE INVESTMENT GUARANTY FRONT 


There is no longer any doubt that the IGP has reached the 
major leagues. Its continually increasing vote of confidence 
from the business community is its mandate to participate in 
shaping government philosophy toward private foreign invest- 
ments. The question is: Can it continue to be imaginative and 
inventive, or must it suffer the stagnation of ideas already 
blighting other areas in the foreign aid program? 

A partial affirmative answer is IGP’s new proposal for repay- 
ment and replacement guaranties, which together may well 
prove to be the biggest stimulus to the flow of private capital 
in some years. Neither of the new guaranties is really new. 
Actually both, but particularly the repayment guaranty, are in- 
cluded in the set of tools authorized for Exim Bank, DLF and 
the IBRD. Yet, no one of these three institutions has ever set 
much store generally in guaranties, preferring to stick to direct 
loans, so that the potential of the replacement and the repay- 
ment guaranties has not been exploited. The IGP is the only 
institution making full use of guaranties and, so far, it has not 
been authorized to make either the repayment or replacement 
guaranty. 

The replacement guaranty is simply a guaranty of expro- 
priation, war risk and convertibility applicable to the invest- 

* Whitman, p. 64. 


*Ralph I. Straus, Expanding Private Investment for Free World Economic 
Growth (Washington, 1959), p. 20. 
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ment made with either depletion and depreciation allowances 
or with undistributed subsidiary earnings from projects al- 
ready located overseas. The repayment guaranty is designed 
to cover non-repayment of loans for foreign projects made in 
normal money markets. There is no reasonable way to forecast 
the effect of these new authorities, but it is interesting to specu- 
late on their possible impact. 

The first interesting question asks if the replacement guar- 
anties might encourage a faster rate of growth for establish- 
ments already located on foreign soil. How will a new guaranty 
affect the decision about undistributed subsidiary earnings? 
Strangely enough, the obvious conclusion that a guaranty 
would encourage more reinvestment and less repatriation is not 
borne out by the data. As can be seen in Table 3 the ratio of 
reinvested earnings in manufacturing seems to be pretty much 
independent of whether the establishment is located in the 


TABLE 3 


Rate of Total Earnings Reinvested by Manufacturing 
Enterprises Only, by Area, 1950-59 














All Other 

All Areas Western Latin 

Excl.U.S. Canada Europe Total America Other US. 
1950 48 29 59 51 AT 58 62 
1951 52 26 63 59 57 63 57 
1952 55 A6 66 57 59 53 AY 
1953 53 51 62 49 46 51 51 
1954 53 A7 55 55 56 53 A7 
1955 53 A9 54 .60 64 54 57 
1956 55 .60 45 55 58 51 53 
1957 51 53 50 51 52 50 50 
1958 50 48 52 51 56 A7 39 
1959 51 55 A7 51 59 44 48 
Average 51 46* 55 54 55 52 51 





N.B. It is important to note that total earnings increased sharply during this 
period for areas except Latin America. In Latin America total earnings held 
constant or even tended to fall slightly over the decade. The Latin Ameri- 
can series should be interpreted with caution, however, because the figures 
are distorted by sharp fluctuations in the rates of exchange. 


* The 1952-59 average for Canada is 51. 
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United States, in the developed areas of Western Europe, in the 
neighboring countries of the Western Hemisphere, or indeed 
in the less developed areas of Africa and Asia. A year-by-year 
examination of the data allows certain tentative statements. For 
example, the rate of reinvestment seems to be falling in Europe 
and the African and Asian countries, while it is rising in 
Canada and Latin America. Yet, one is still struck by the fact 
that the last decade’s average of roughly 50 per cent reinvestment 
is approximated by all areas. It is even more startling that this 
is just about what the rate of undistributed corporate profits to 
total earnings after taxes is for manufacturing firms in the U.S. 
If it is proper to conclude that U.S. companies follow similar 
decision-making patterns for their domestic enterprises and for 
their overseas subsidiaries, then it is unlikely that guaranties to 
cover reinvested earnings would alter the growth pattern of 
enterprises already established in foreign countries. 

Yet, we may be unwise to draw that conclusion hastily. Per- 
haps a more understanding explanation is that U.S. com- 
panies once located overseas find the situation to their liking. 
This, of course, is to be hoped for, and indeed, should be an 
underlying rationale for any effort to encourage U.S. business 
to venture abroad. Such companies would not be seeking guar- 
anties. Rather, the company likely to seek a guaranty is one 
which finds itself established in a country where the investment 
climate is turning sour. To begin a protracted investment with- 
drawal under such circumstances would tend to exacerbate the 
situation and work against the long-run interests of the U.S., 
the company and the prospects of free enterprise. Replacement 
guaranties covering reinvestment by an enterprise not previ- 
ously covered by the IGP might serve a useful function at such 
a time. Secondly, it is argued that the privilege of covering 
additional investments out of earnings will be an added incen- 
tive to companies still contemplating making the initial invest- 
ment. Consequently wisdom advises granting to replacement 
guaranties more of a selective impact than would be anticipated 
from an analysis of the aggregated data on reinvestment 
practices. 

The repayment guaranty strikes at another portion of the in- 
vestment market, and its potential effect is even more fascinat- 
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ing. Large U.S. institutional lenders, heretofore banned from 
lending internationally either by legislation or charter restric- 
tions, by virtue of the U.S. government guaranty would be able 
to invest in overseas adventures for the first time. The present 
proposals suggest that guaranties be permitted to cover up to 
70 per cent of the investment. This means, for example, the 
company would put up 30 per cent of the money and Travelers 
Insurance Company, say, would supply the remaining 70 per 
cent with an IGP guaranty. Effectively then companies formerly 
able to make a six-million-dollar investment could now make a 
twenty-million-dollar investment with the same internal capi- 
tal. Currently new investment by institutional lenders such as 
insurance companies is running at the anaual rate of about $12 
billion. If a small percentage of this, say even 5 per cent, were 
channeled overseas, it would add significantly to the outflow of 
new capital for direct investments. 

In addition to the two proposed guaranties, there are several 
other refinements to the program, which are expected to come 
under fire before the Congress during the closing sessions on 
the foreign aid debates, as well as some changes expected di- 
rectly from executive action. The most important is the pro- 
posed merger of the guaranteeing authority of the DLF and 
IGP under a single guaranty office. The sensibleness of this is 
beyond dispute. The DLF despite its broader authority has only 
issued two guaranties whereas the IGP despite an aggressive use 
of its authority has suffered by the restrictions of its early legis- 
lative founding. DLF needs more aggressive use of its authority, 
and IGP deserves more authority. The other important change 
which will probably come simply as executive decision will be 
a broadening of the War Risk clause to cover riots and civil 
disturbances. 

The currently proposed changes arise in part from an aware- 
ness of weaknesses in the program, but the sense of immediacy 
stirring the government machinery comes from a realization 
that other countries are beginning to use guaranties, too. In 
1959 Germany adopted a guaranty program similar to that of 
the U.S. Since then, Switzerland has proposed a similar program 
soon to be in operation and in May 1961 Great Britain sent 
representatives to Washington for a firsthand look at the U.S. 
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operation preliminary to instituting one of her own. The Ger- 
man and Swiss programs have tried to improve on the U.S. 
model by making the bilateral treaties more sharply defined 
and by broader coverages for both .expropriation and War 
Risks guaranties. The German treaties specifically cover “creep- 
ing expropriation,” and the Swiss program intends to cover cur- 
rency depreciation as well. As of mid-1961, the German govern- 
ment has been very reluctant to release information about its 
guaranty operation making it difficult to appraise its success. An 
educated guess places total guaranties to date in the area of 
thirty million dollars.’° It is possible to say, even this early in 
the game, however, that both the German and the Swiss guar- 
anty programs will differ from the U.S. most significantly by 
having as their primary raison d’étre a priori protection for 
their nationals’ investments overseas rather than having a for- 
eign aid motive." It is interesting to note, however, that both 
the German and Swiss programs seem to have emerged on the 
encouragement of private business, which adds further weight 
to the argument that businessmen value the service of an in- 
vestment guaranty. 


BALANCE OF PAYMENTS EFFECT 


The purpose of this paper has been threefold. The first was 
to discuss the general guaranty approach and particularly the 
activity of the Investment Guaranty Program of the Interna- 
tional Cooperation Administration, in an effort to explain 
briefly one of the lesser known facets of the U.S. foreign aid. A 


* The most interesting story, as yet unconfirmed but coming from a very 
reliable source, is that the German government was issuing guaranties to German 
citizens buying up land in the former Belgian Congo both immediately before 
and after the independence in summer 1960. Representatives in the German 
Embassy in Washington, D. C. were queried directly on this point. Their re- 
sponse was non-committal and almost evasive. 

“ Recently Business INTERNATIONAL criticized the U.S. program for being out- 
moded and no longer effective while praising the German and Swiss programs 
for their improvements and broader scope. The editorial’s criticism is not borne 
out by the data, and it seems naive to believe, as the editorial implies, that the 
problems of negotiating compensation for expropriation can be eliminated by 
being more detailed in the bilateral agreements with the host country. Yet the 
editorial does point out that investment guaranty programs are becoming a con- 
siderably more important part of international investments. See “German and 
Swiss Programs Surpass Creaky U.S. Investment Guaranties,” Business INTERNA- 
TIONAL, April 7, 1961. 
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second purpose was to bring to light recent developments of 
investment guaranties, both in the U.S. and abroad. The third, 
most surely anticipated by now, was to ask what this program 
means or will mean, outside of the narrow context of a foreign 
aid program, and within the more general context of the U.S. 
Balance of Payments. 

The immediate answer is that any sizable increase in the 
efficiency of the IGP will have a detrimental effect on the U.S. 
balance of payments in direct relation to the amount of invest- 
ment capital it is able to encourage to go overseas. A glance at 
Table 4 shows that this could be of some consequence. Already, 
private outflow of direct investment capital has surpassed the 
value of Government Unilateral Grants, which, along with 
Military Grants, has been a major part of the U.S. deficit 
through the last decade. Further, private investment is growing 
faster than government grants are, meaning that the flow of 
private capital is becoming relatively more important in the 
balance of payments. Therefore, as long as the outflow of gold 
and the buildup of foreign holdings of U.S. obligations con- 


TABLE 4 


Government Unilateral Grants Excluding Military, Net New 
Capital in Direct Investments, Remitted Earnings from Direct 
Investments, Balance of Payments Effect: for All Industries, 
1950-60, Millions of U.S. Dollars 








(1) (2) (3) (4) 

Government Net New Remitted Balance of Payments 

Unilateral Grants Capital Earnings Effect, i.e. (3) — (2) 
1950 3,484 621 1,294 673 
1951 3,035 528 1,492 964 
1952 1,960 850 1,419 569 
1953 1,837 721 1,442 721 
1954 1,647 664 1,725 1,061 
1955 1,901 779 1,912 1,133 
1956 1,695 1,859 2,120 261 
1957 1,613 2,482 2,249 —233 
1958 1,611 1,181 2,140 951 
1959 1,633 1,372 2,228 856 
1960 1,641 1,694 2,348 654 





Source: Department of Commerce, Office of Business Economics (Survey of Cur- 
rent Business and Supplements thereto). 
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tinue to be a popular concern, any move to encourage even 
greater outflow of direct investment capital needs careful ex- 
amination and justification. 

The full round of effects to be expected from the outflow of 
direct investment capital is by no means simple, yet its com- 
plexities are familiar enough to be spelled out in qualitative 
terms even if they cannot be quantified. On the one hand there 
are the income (and employment) effects to be expected on 
both sides. For the U.S. an outflow of capital is a leakage from 
national income and implies a reduction in imports. For the 
host country this is an income stimulant, implying increased 
imports, some of which presumably would come from the U.S. 
One effect, therefore, is a favorable influence on the goods and 
service account of the U.S. A parallel argument applies for the 
price effect. Further, an upward pressure on the interest rate 
could encourage a compensating short-run capital flow toward 
the U.S. These are simply a few of the conventional effects as- 
sociated with a normal international capital transaction. 

There are other and more interesting effects, however, which 
arise from the institutional character of direct investments. 
First, there is the increased awareness of U.S. goods, trade 
names, tastes, and the like, that is, the well-known demonstra- 
tion effect. Second, there is the curious trade which develops 
between these overseas enterprises and the U.S. markets. On 
the one hand, there is the unfavorable effect from the produc- 
tion overseas destined for U.S. markets. On the other hand, 
these overseas enterprises become big consumers of U.S. ex- 
ports. 1957 is the only year for which reasonable data exists to 
measure this exchange, and even for that year the numbers are 
only partly reliable. Nonetheless, imports by the U.S. from 
these enterprises totalled $3.8 billion in 1957, while estimates 
of U.S. exports to these enterprises range between $2.6 and $4.0 
billion. An educated guess finds little if any balance of pay- 
ments effect either plus or minus coming from the exchange 
between the U.S. and U.S. enterprises overseas.'2 The impor- 
tance of this trade is underlined by the fact that in 1957 

* The data from the 1957 Census of U.S. foreign investments does not lend 
itself to this analysis because of the manner of collecting the data. The ques- 


tionnaire used made mandatory the responses on exports from the overseas en- 
terprises into the U.S., but allowed voluntary responses covering the imports of 
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TABLE 5 
Net New Capital in Direct Investments, Remitted Earnings 
from Direct Investments, Undistributed Subsidiary Earnings, 
Total Earnings from Direct Investments: Manufacturing 
Only, 1950-59, in Millions of U.S. Dollars 


3) 6 


( q 
(1) (2) Undistributed (4) Rate of 

Net New Remitted Subsidiary Total Reinvestment, 

Capital Earnings Earnings Earnings i.e. (3)/(4) 
1950 192 357 266 623 AS 
1951 190 331 359 690 52 
1952 211 287 357 644 55 
1953 —53 314 361 675 53 
1954 111 346 376 722 52 
1955 173 383 440 823 53 
1956 268 $90 168 858 55 
1957 432 429 155 884 51 
1958 269 460 464 926 50 


1959 460 549 574 1,129 51 


Source: Department of Commerce, Office of Business Economics (Surveys of Cur- 
rent Business and Supplements thereto). 


roughly one-quarter of U.S. machinery exports went to U.S. en- 
terprises overseas. Finally, there is an indirect effect, which stu- 
dents of international trade recognize but cannot measure, 
known as line-filling. A U.S. company will establish overseas to 
produce one of its line for local consumption and then dis- 
cover that it has to fill out its product line for marketing in that 
country. The remainder of the products continues to be manu- 
factured in the U.S. and becomes U.S. export indirectly stimu- 
lated by the initial investment. 

Another way to question direct investment’s role in the bal- 
ance of payments is to look at the balance between outflows of 
new capital and inflows of earnings. This can be seen in Tables 
4 and 5. During the decade of the 50’s, 1957 was the only year 
these enterprises from the U.S, Therefore, the series are not entirely consistent. 
The Department of Commerce tried adjusting the data for exports from the U.S, 
on the basis of a survey of capital equipment installed. On the basis of this 
adjustment, capital export figures for 1957 were raised from $657 million to “in 
the order of $1 billion.” The adjustment applied to all exports to the U.S. over- 
seas enterprises raises the export volume from $2.6 billion to almost $4 billion 
for 1957. For a discussion of this analysis, see the U.S. Business INVESTMENTS IN 


ForeicN Countries, (Supplement to the Survey of Current Business, U.S. Depart- 
ment of Commerce, 1960) Section 9. 
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when remitted earnings fell short of the new capital outflow 
for either all industries as an aggregate or for manufacturing 
only. For the ten-year period all industries together have netted 
a surplus of remitted earnings over net new capital of $1.5 
billion. 

If we ask the same question about a reasonable expectation 
of the future, we discover that remitted earnings from direct 
investment enterprises will become increasingly greater than 
new capital outflows, so that a simple-minded forecast projects 
a sizable accumulated surplus between 1960 and 1975. During 
the 1950's the total value of all overseas enterprises grew at 
roughly 12 per cent annually. The same rate of growth was ex- 
perienced by those enterprises classified as manufacturing only. 
Extending this experience into the future gives the following 
results. 


TABLE 6 


U.S. Share of Total Value, Selected Years, 
in Billions of U.S. Dollars 


1950 «4959 1970 ~=———«41975 
Allindustries 11.79 29.74 92.2 oe 
Manufacturing 


only 3.8 9.7 29.6 51. 








Earnings after taxes as a ratio of total value for all industries 
for the ten years averaged 14 per cent, but this rate of return 
fell from a high of about 16 per cent. Again for all industries 
the rate of remitted earnings averaged 67 per cent of total earn- 
ings with no trend observable. Assuming a 10 per cent earning 
rate and 67 per cent rate of remittance would indicate annual 
dollar remittances of $6 billion in 1970 and $10 billion by 1975. 

This projection should be sharply criticized, however, be- 
cause it obscures the fact that petroleum enterprises organize 
as branches, not subsidiaries, to benefit from depletion allow- 
ances in the U.S., and therefore remitted earnings of petroleum 
companies are not comparable to those of other industries. So it 
is illuminating to consider manufacturing alone. The rate of 
return on total value ran about | per cent less annually than 
the rate for all industries, averaging 13 per cent for the decade 
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and between 11 and 12 per cent each of the last four years, 
showing a slight downward shift. The sharp change, however, is 
the rate of reinvested earnings which run consistently in the 
neighborhood of 50-55 per cent: remitted income was 45-50 per 
cent of total earnings after taxes. Assuming a 10 per cent return 
on invested capital and a reinvestment rate of 50 per cent, by 
1970 manufacturing alone would be remitting $1.5 billion and 
by 1975, almost $2.5 billion annually. So even if new capital 
flowing into manufacturing grew to $1.2 billion in 1970 and 
$1.6 billion in 1975 (i.e., the amounts extrapolated from 
1950-60 experience and also that amount combined with the 
above reinvested earning to produce $51 billion capital value 
in 1975), the accumulated surplus over this period would be 
around $10 billion from manufacturing alone. These projec- 
tions, though tenuous, argue that direct foreign investments 
will continue to carry their own load in the balance of pay- 
ments calculations." 


CONCLUSIONS 


However, this analysis was not intended as an apologetics for 
private direct investment. Rather, it has been its purpose to 
point up a situation which may suggest a problem that is ex- 
actly the reverse to the one currently (1960-61) preoccupying 
the attention of the financial press. The value of U.S. direct in- 


* A recent study by Stanford Research Institute arrives at substantially the 
same conclusions using different assumptions. The SRI model generates a twenty- 
year forecast by simulating the apparent experience of 1957. The model assumes 
earnings of 9 per cent of total assets and a reinvestment rate of 50 per cent. One 
weakness of the projection is that it fails to distinguish between petroleum and 
non-petroleum enterprises. The asset base from which it generates includes assets 
of petroleum while the reinvestment rate is characteristic only of non-petroleum 
companies, Another weakness is that it projects new capital at a constant rate, 
one version assuming $2500 million and one assuming $1250 million new capital 
annually. Two other models are also generated. One assumes no new capital and 
a 50 per cent reinvestment rate, and the fourth assumes no new capital and zero 
reinvestment, i.e., 100 per cent remitted income. Interestingly enough, all four 
models produce identical cumulated balance of payments surpluses at the end 
of twenty years. The rate of accumulation is slower at first and more rapid later 
for the models assuming the faster growth rates. The cumulative balance of pay- 
ments surplus calculated from the direct and indirect effects is projected for 
twenty years (1977) to be roughly $70 billion. These totals though a bit higher 
do not differ substantially from the simpler model in his paper. The Stanford 
Research Institute stu ly, U.S. Business Investment Abroad: Its effect on the bal- 
ance of payments, was prepared by William B. Dale for the Department of State 
and the Department of Commerce, March 1961. 
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vestments in foreign countries has grown rapidly in the past 
decade and it is likely to continue to grow, particularly if for- 
eign aid remains part of U.S. foreign policy. This means that 
the U.S. will become an even greater creditor nation."* Earnings 
will outstrip lending abroad and help to solve the problem of 
dollar saturation. But ultimately this imbalance may have to be 
offset by a substantial excess of imports over exports. Therefore, 
if we attribute to the IGP a significant influence on the flow of 
direct investment capital, we must look beyond the present day 
outflow to ask how the earnings of the growing investments will 
effect future U.S. balance of payments. 


“The conventional portrait of an advanced creditor nation suffering repay- 
ment of foreign loans fails to do justice to the prospects of the US., though, 
because direct investments differ from bonded debt in the manner of return 
to the lender. The base for calculation of a bond remains constant over time, 
there is normally a definite date for retirement of the debt, the value of the 
loan is known, and, in a world of general inflation, price changes tend to lessen 
the burden for the borrower. Equity holdings, on the other hand, tend to in- 
crease as the company reinvests part of the earnings, retirement is not antici- 
pated, there is no transfer problem, the market value of the holding tends to 
become obscure over time, and inflation if anything will tend to increase rather 
than decrease the burden to the host country. An interesting discussion of the 
long-run problem created by large direct investment enterprises is present by 
E. Lundberg and M. Hill in “Australia’s Long-term Balance of Payments Prob- 
lem,” Economic Record (Australia), May 1956. This article describes Australia’s 
problem with the enormously successful General Motors Corporation subsidiary. 
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THE EUROPEAN COMMON MARKET AND U.S. TRADE 
Roderick N. Grant 


INTRODUCTION 


Te threat to world confidence in the dollar which is posed 
by the persistent high balance of payments deficits which 
have been sustained by the United States since 1958 has caused 
growing concern over this country’s external economic rela- 
tions. These deficits, averaging approximately $3.5 billion a 
year, and the attendant but more dramatic outflow of U.S. gold 
holdings, invite a review of those policies which have direct 
bearing on U.S. trade and hence on our balance’ of payments. 
One of these policies is our strong and continued support of the 
European Common Market. 

In assessing U.S. policy toward the creation of a Common 
Market in Europe, it is essential to remember that our interest 
is fundamentally and overridingly political. The basis of U.S. 
policy supporting economic and political integration in West- 
ern Europe, whose roots go back to the philosophy of the Mar- 
shall Plan, is the belief that the creation of a new political, eco- 
nomic and military unit in Western Europe, in alliance with 
the United States, would contribute decisively to the political 
cohesion and economic and military strength of the Atlantic 
Community, and that the development of common institutions 
and economic solidarity between Germany and her Western 
European neighbors would provide an organic basis for lessen- 
ing former rivalries and promote Franco-German friendship 
and cooperation.' 

The development of a Common Market in Europe, however, 
carries with it important economic as well as political conse- 
quences. As a corollary to the political gains the United States 
believed would be made, the hope has often been expressed that 
economic gains for the United States would be generated as 
well. The grounds for this hope are that in the contemplated 
customs union, as internal barriers to trade are reduced and 


2 Special Study Mission to Europe, A Study of European Economic Regionalism, 
Committee on Foreign Affairs, 1960, p. 148. 
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finally eliminated, trade within the area will be free to flow 
along natural economic channels. Economic activity will spe- 
cialize to take advantage of the economies possible in a mass 
market. Production will locate where it will function most effi- 
ciently. As productivity increases, prices will decline and in- 
comes will rise, creating additional purchasing power. This ad- 
ditional purchasing power will then be reflected in increased 
demand for imports from which both the U.S. and the rest of 
the world will benefit. This will happen, however, only if the 
Common Market becomes a complete customs union rather 
than a preferential trading bloc, since only in an arrangement 
approaching a full customs union will the trade-creating effects 
be greater than the trade-diverting effects. 

The purpose of this paper is not to question the validity of 
the political aspects of U.S. policy toward the Common Market, 
but rather to discuss the economic consequences of this policy 
to see if our hopes with regard to increased U.S. trade can be 
realized, and whether we can therefore expect the coming into 
being of the Common Market to have a helpful effect on our 
balance of payments. 


THE TREATY OF ROME 


To see what the prospects are for conditions favorable to U.S. 
trade being met, it is useful to look at the blueprint for the 
Common Market which is embodied in the Treaty of Rome. 
This treaty, signed March 25, 1957, by representatives of the 
governments of Belgium, France, Germany, Italy, Luxembourg 
and the Netherlands, establishes the European Economic Com- 
munity and constitutes a plan for the economic integration of 
these six countries over a period of 12 to 15 years beginning 
January 1, 1958. In summary, the Treaty provides for: (1) re- 
moval of customs duties and import and export quotas between 
member states; (2) establishment of a common tariff and com- 
mercial policy for states outside the Community; (3) abolition 
within the Community of obstacles to the free movement of 
persons, services and capital; (4) inauguration of common agri- 
cultural and transport policies; (5) establishment of a system 
ensuring competition; (6) adoption of procedures for coordina- 
tion of domestic policies and for remedying balance of pay- 
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TABLE | 


U.S. Trade With the Common Market 
(Millions of dollars) 





1950 =1955 1956 1957 1958 1959 1960* 





EXPORTS, INCLUDING REEXPORTS 


Wesld: Tt «1s cscects 10,275 15,547 19,090 20,850 17,893 17,566 20,500 
Common Market ...... 1622 2,116 2,876 3,185 2420 2,391 maa. 
Com. Mkt. % of Tot. .. 15.8 13.8 15.1 15.3 13.5 13.6 naa. 
Belgium—Lux, ........ 270 322 437 420 330 349s na. 
re eee 342 360 562 589 427 $39 576 
GORRIRT occ ncssicwsns 440 = 5596 785 957 735 749 = 1,067 
EE er 345 $59 526 664 487 407 642 
PRSOIIONEN. 6 cae vacase 226 480 567 555 441 546s na. 
IMPORTS 

1950 1955 1956 1957 1958 1959 1960* 
World Total. 2... ..6.%0 8,852 11,384 12,615 12,982 12,792 15,212 14,653 
Common Market ....... 569 1,188 1,415 1,546 1,667 2401 naa. 
Com. Mkt. % of Tot. .. 6.4 10.0 11.2 11.9 13.0 158 naa. 
Belgium—Lux. ......... 140 242 304 270 268 416 ma. 
ee ooo a. case eee 132 202 236 256 308 461 396 
TE eo sr 104? 366 194 607 629 918 897 
| ee pen onemeeres rem 109 180 216 245 273 388 393 
eee ae 85 147 165 168 188 217s na. 





* Figures for 1960 from Survey of Current Business, U.S. Department of Com- 
merce, March, 1961. 


* Included East Germany. 
Source: Statistical Abstracts of the United States, U.S. Department of Commerce, 


ments disequilibria; (7) removal of differences in national laws 
as required for the operation of the Common Market; (8) cre- 
ation of a European Social Fund for education and training of 
displaced workers and to raise their standard of living; (9) es- 
tablishment of a European Investment Bank to facilitate eco- 
nomic expansion; (10) association of dependent overseas terri- 
tories with the Community.” 

The Treaty also creates the rudiments of a parliamentary 
system to administer the Community consisting of a Council of 
Ministers, a Commission, an Assembly, and a Court of Justice. 

As envisioned in the Treaty, the abolition of customs duties 
between member states is to be accomplished in three four-year 
stages, with each state progressively cutting its protective duties 


* European Common Market and Its Meaning to the United States, Committee 
for Economic Development, May, 1959, Appendix A. 
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as they existed on January 1, 1957, until they are eliminated by 
the end of the third stage. Similarly, all import quotas and 
other restrictions against imports from members will be re- 
moved by the end of the transition period with the exception 
of those imposed solely on the grounds of health, security, pub- 
lic morals, etc. During the transition period the Community 
will also move progressively toward the creation of a common 
external tariff representing the arithmetic average of the duties 
of the four customs areas, Benelux, France, Germany and Italy. 
There are important exceptions to this method of calculating 
the common external tariff, which will be discussed below. 

At a meeting of the Council of Ministers of the Community 
in May, 1960, the Council decided to accelerate the timetable 
for implementing the provisions of the Treaty by advancing 
the dates at which the steps toward the elimination of internal 
customs duties, the removal of restraints to internal commerce, 
and the erection of a common external tariff are to be made. 
The acceleration in implementing the common external tariff 
falls within the range of changes eventually required by the 
Treaty, however, and does not constitute any commitment to 
lower its general level.® 


THE COMMON EXTERNAL TARIFF 


The common external tariff, to be established during the 
transition period, is perhaps one of the most controversial fea- 
tures of the Treaty. In general, the common tariff will consist 
of the arithmetic average of the duties of member countries as 
they stood January 1, 1957. There are a number of exceptions 
to the arithmetic computation of the common tariff, however. 
Many commodities have been placed on separate lists which 
prescribe what the upper limit of the common tariff will ulti- 
mately be, while the tariffs on others have been set by mutual 
agreement. Thus items appearing on List B (raw materials) 
have an upper limit of 3 per cent. For those on List C (semi-fin- 
ished products) the upper limit is fixed at 10 per cent. For the 
items on List D (inorganic chemicals) the limit is 15 per cent, 
and for the items on List E (organic chemicals), 25 per cent. In 


* Memorandum to All Field Offices, Bureau of Foreign Commerce, Department 
of Commerce, June 6, 1960. 
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computing the average for those items on List E, where the 
tariff of the Benelux countries was not more than 3 per cent, 
these duties are to be raised to 12 per cent in computing the 
common tariff. As a rule, however, these limits are considered 
by some authorities to be below the arithmetic average of the 
duties which existed previously.‘ 

The items on Lists F and G contain items of special concern 
to the various member states and the duties under the common 
tariff have been fixed by mutual agreement. A large number of 
the products on these lists are agricultural. The duties which 
were placed on the items on List F are considered to be rather 
high, and it appears that the duties which have subsequently 
been placed on the items on List G are also high.® 

Other exceptions will also tend to increase the level of the 
common tariff. The suspension of certain duties in France, for 
example, will not figure in computing the common tariff (List 
A). Nor will the 10 per cent reduction in Italy’s tariff made in 
1956 be counted. A 25 per cent reduction in the German tariff 
made in the summer of 1957, subsequent to the base period 
chosen, will figure only partially in the computations. 

There are a number of views concerning the method of com- 
puting the common external tariff by simple arithmetic av- 
erage rather than by weighting the average either in terms of 
population or in terms of the amount of trade in a given item 
by the individual member countries. On the one hand, it is 
argued by Common Market officials that the existing method 
will be more liberal than an average weighted in terms of pop- 
ulation, since the low tariff unit of the Benelux countries re- 
ceives the same weight in computing the arithmetic average 
as does Italy or France, whose populations are considerably 
greater.® On the other hand, the argument is made that Bene- 
lux, a low tariff trading unit, imports over twice as much as 
Italy, a high tariff country. An average of the original tariffs of 
France and Italy, with very high tariffs, Germany, with high 
tariffs, and Benelux, with low tariffs, would thus be highly dis- 

5 The New European Market, The Chase Manhattan Bank, July, 1958, p. 11. 

s Fasoratenal Influences on the American Economy, Hearings before the 


Joint Economic Committee on Employment, Growth and Price Levels, 86th Con- 
gress, pt. 5, p. 1046. 
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criminatory as between members and non-members and be very 
disruptive.’ It has also been pointed out that averaging a pro- 
hibitive tariff with a low tariff could still yield an average that 
is prohibitive. 

It is evident that the higher the common tariff barriers 
erected by the Community, the greater will be the possibility 
that the trade-diverting effects of the Common Market will be 
greater than the trade-creating effects. In accordance with 
GATT principle, the new common tariff should be kept as low 
as the “general incidence” of the previously existing tariffs of 
the six countries. It would be to the benefit of outside coun- 
tries, of course, if the common tariff were even lower. A study 
made by the GATT on the common external tariff of the Six 
concludes that because of the numerous instances of fixing the 
tariff by mutual agreement under Lists F and G rather than by 
computing an average, the actual tariff is in many cases higher 
than that which would result by using the latter method. This 
study also indicates that the use of an unweighted average for 
computing the common tariff may produce an upward bias 
since, as appears to be the case in most instances, the largest im- 
porters among the Six have the lowest tariffs.’ For these reasons, 
there is some doubt that the common tariff is actually as low as 
the general incidence of the pre-existing tariffs of the Six. 


AGRICULTURE 


Agriculture is treated separately in the Treaty of Rome. Ar- 


ticle 38 states that, “The Common Market shall be extended to. 


agriculture and trade in agricultural products.” It is clear, how- 
ever, from the exceptions contained in the subsequent articles 
that agriculture will receive special treatment and will continue 
to be controlled and subsidized, although the controls will now 
be agreed upon by the Community. 

The objectives of the agricultural provisions are to increase 
productivity, assure an equitable standard of living to farmers, 
assure the stability of markets, guarantee supplies, and assure 
reasonable prices. Agricultural markets will be jointly organ- 
ized in one of three forms depending on the product involved: 


" Tbid., p. 1036. 
* Trends in International Trade, GATT, October, 1958, Footnote 1, p. 116. 


TABLE 2 


es ee SE Oe 


A Sa 


EUROPEAN COMMON MARKET AND U.S. TRADE 239 





‘0961 ‘I ‘G24 “d'a'd ‘G ‘ON sJadeg [euoIsen0g ‘Qqq ul AoYoOg JeInjy[NITIZy uouTMOD e 103 spesodorg :a21N0g 
“payd1ysai Osje st uONONpoid osauIOp yt AjUO s}1oduIT aUIM UO sUOTIIII}SIY , 
‘sasnidins yo uonernsrp 10 y10dxa ‘Buryoojs ay) aoueuy ‘saMtANoe J9yIO Buowe ‘pynom puny uoNezipqeig DUI PULL, 
. SUONeDOSSe per) [euOIZaz,, Aq UOT}Ie Surzyiqeys 9q P[No? 19y J , 
"yaaq-re8ns 103 sad p»xy ose Ajqissod pue ‘A1039ej-xa eBns 10J saotd paxy oq p[NOM aay |, 
‘paSestaua Osye st WINUITXeU & dAOge are sadtId UaYyM BuTjas Aq UOTUAAIAIU] , 
























































Sd0URISMINIID UleII99 UI pasodoag—x pasodoid 10N—X pasodoig—9 
| | na | || 
9 2) ro i 2 } sf 7eIyM 9 | saraay ya0dutt Aq paoejdar jt tt ttt ylie) yeuss}x9 uoUIUIOD 
se I 
fi ‘roads xX | X - 9 Xx 9 | 9 | 9 | ee (O44 aprsino 
‘woul || \} | |wory syiodu) Sursuasy i0durt 
ON || l iO suonouysar wodut saaneRIWUEN? 
J i} | 
x xX xX xX xX x X i 9 x x , Me ee Oey spuny suonezty 
| | -1qe1g 0} suOTNGIjUOD JUIUTIUIZAOD 
| 
9 x xX xX xX xX xX A ‘i: } A BNE rE es eae Ce em eats ey spuny uon 
-BZI[IQeIg 0} SUOTINGII}UOD SIZ2Nporg 
x x 8 2) 2) 2) 9 s- fF 2 9 9) |(oa7 episino wos sy1odum) sataay 
yodur pue saod yodur wnuwrury 
9 x ) 9 9 9 9 9 9 9 a ESRe sen sene eds ees puny uoneziyiqeig 
(nq) 
XX eX xX xX A xX A 9 2X Re) MO Weigel’ ich alin lr lala! Saleh yoyreW 
onsauiop uo Zurkng Aq uonuaarajuy] 
(y1Tu1) 
xX xX xX xX xX xX xX 9 9 9 9 Cee eer sesesersesesess soorid yaBie 
NOILILATWOD) SNOILVZINVOUO NOILVZINVDOYUO uoneziuesi9 
40 STTNU TVNOILVYN AO NOILVNIGUOOD | LANUVW N¥VAdOUNA 
NOWWOD I 
auim | ‘Baa. s83q |\Xsqynog| qoaw | aj29909 | fJaag | ‘posd | avdng | surwsd | way 
-Btq | || dasoq | asanory 


9 s1IN4y 

















UOISSIMIWIOTD) 21UIOUODY Uesdoiny ay Aq pasodoig sionpoig 2YyI9edg 107 syUaUIaSULLIY IDyIeY 


Z X1AV_ 








240 RODERICK N. GRANT 


(1) a European Marketing Board, (2) compulsory coordination 
of the several national systems, and (3) a system of common 
rules to control competition. These forms of regulation may be 
implemented through price controls, subsidies on marketing 
and production, common mechanisms for import and export 
stabilization, and common funds for agricultural guidance and 
market support. (See Table 2.) 

The provisions of the Treaty governing agriculture were left 
rather vague and were to be implemented at a later date on the 
basis of proposals by the Commission. The Commission, in 
making its initial proposals for a common agricultural policy 
in 1959, stated that trade policy for agriculture must help 
achieve the aims set forth in the Treaty to stabilize and assist 
trade between the Community and third countries. Agricul- 
tural policy is supposed to form part of trade policy in general, 
the object of which is a harmonious development of world 
trade. The Commission goes on to recognize, however, that 
agriculture within the Community needs to be protected 
against outside competition. Since conditions of production and 
characteristics of farms in the Community differ from those in 
the extra-European countries which are large-scale agricultural 
exporters, prices cannot be at the same level within the Com- 
munity as at that which presently exists in the world market, 
but must be stabilized at a higher level.® 

Therefore, while the Community will strive for “structural 
reform,” e.g., raising productivity to a competitive level by cre- 
ating efficient agricultural units from small and scattered hold- 
ings, until that point is reached, agriculture in the Common 
Market will be protected. Examples of how this is to be accom- 
plished may be seen by taking a brief look at the three types of 
market organization referred to above as they appear in the 
proposals of the Commission. 

Under the Marketing Board Organization, applying to ce- 
reals, dairy products and sugar, a European Cereals Office 
would be set up to maintain prices at a level of “target prices” 
laid down each year by the Commission. These would be main- 
tained both by controlling imports and by subjecting them to 


* Proposals for a Common Agricultural Policy in EEC, Occasional Paper No. 
5, P.E.P., Feb. 1, 1960, p. 7. 
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levies (rather than tariffs) to make up the difference between 
the world price and the higher Common Market “target price.” 
The Cereals Office could also make purchases and sales financed 
by a Stabilization Fund created out of revenues from the levies. 
Similarly, a Milk Office would be created for dairy products 
with much the same functions. The Milk Office would have the 
additional authority to make “equalization grants” on the ex- 
port of dairy products to compensate for higher costs of produc- 
tion within the Community. 

Under the coordinated marketing system, applying to beef 
and veal, pork, poultry and eggs, there would be no “target 
price,” but domestic prices would be maintained above the 
world level by means of tariffs on imports from third countries 
and also by levies when necessary should world prices be ab- 
normally low. For the import of cattle, levies would entirely 
take the place of customs duties. In the case of pork, “compen- 
satory payments” could be made for exports in a way similar 
to those for dairy products. 

The function of the common rules system, applying to fruits, 
vegetables and wine, was not worked out in detail, although in- 
tervention in the market in times of glut is anticipated. While 
there would be no stabilization fund in the case of fruits and 
vegetables, such a fund would be established for wine. 

Regarding the agricultural provisions of the Treaty of Rome 
and the subsequent proposals for their implementation by the 
Commission, there exists doubt whether the stated desire for a 
liberal trade policy in agricultural products can be reconciled 
with the protection for Community agriculture envisaged by 
the Treaty and incorporated in the Commission’s proposals. A 
P.E.P. study on the Commission’s proposals for a common agri- 
cultural policy concluded that without a system of deficiency 
payments, which the Commission has rejected as impracticable, 
barriers to trade are inevitable. While a fixed tariff allows for 
internal prices to respond to the movements of world prices, 
import levies effectively insulate the internal market from the 
world market, enabling domestic prices to be pegged without 
reference to world prices.!® 


*” Proposals for a Common Agricultural Policy in EEC, Occasional Paper No. 
5, P.E.P., Feb. 1, 1960, p. 18. 
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THE ASSOCIATED OVERSEAS TERRITORIES 


Similar concern has also been expressed over the provision 
for the association in the Common Market of dependent terri- 
tories of the member states. These dependencies include present 
and former French possessions in Africa, Oceania, and the Car- 
ibbean; the former Belgian Congo; Ruanda-Urundi; the Italian 
Trusteeship Territory in Somaliland; and Dutch New Guinea. 
Provision has also been made for the association of Morocco, 
Tunisia and Libya, all of which have historic ties with Com- 
mon Market Countries. 

These territories will be associated with the Common Market 
with a view to increasing trade and working toward the eco- 
nomic and social development of the territories. The tariff of 
member states against goods from the overseas territories will 
be eliminated at the same rate as internal tariffs between the 
Six. In principle the territories will reciprocate with respect to 
their tariffs of goods from the Six, although they will be per- 
mitted to continue duties to meet development and industrial- 
ization needs and for revenue purposes. The Development 
Fund was established for the purpose of providing funds for the 
development of these territories. 

It is argued that the association of the overseas territories will 
create discrimination against other overseas countries in Africa 
and elsewhere, not only in the area of tariffs, but through long- 
term arrangements or contracts and through preferential treat- 
ment with respect to investment as well. Through the Develop- 
ment Fund, arrangements are to be made to channel German, 
Dutch and Italian investments into French and possibly former 
Belgian territories in Africa. 

The problem is considered serious from an international 
point of view because the countries included and favored, as 
well as those excluded and discriminated against, e.g., Latin 
American countries, Ghana, and others, are all relatively poor 
tropical countries. Also the exports of these countries consist 
largely of tropical products such as coffee, cocoa, bananas, and 
tea which are non-competitive with products produced in the 
Six. Thus the tariffs of the Six on these products were originally 
revenue-producing rather than protective. The preferential re- 
moval of these revenue-producing duties will therefore be trade 
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diverting and not trade creating, since they will not lead to the 
displacement of high-cost production by low-cost production, 
and cannot lead to a more effective organization of productive 
resources." 

Current political developments in Africa may, of course, 
drastically alter the original plans for integrating these terri- 
tories into the Common Market. What will finally evolve in this 
regard cannot be anticipated at the present time. 


FUTURE OF THE EUROPEAN ECONOMIC COMMUNITY 


While the Treaty of Rome provides an impressive plan for 
the economic integration of the Six, there are a number of 
serious obstacles to be overcome before the Common Market 
can become an economic reality. A basic question is whether 
the European Economic Community can survive long enough 
to achieve the economic, social and commercial integration 
planned for in the Treaty of Rome. A study made by the Spe- 
cial Study Mission to Europe of the House Committee on For- 
eign Affairs concluded that three conditions would have to be 
met if the “dream of complete customs union is to survive.’’! 

The first of these conditions is that there be a continuation of 
general prosperity in Europe for several more years with at- 
tendant high levels of employment, investment and growth of 
gross national product, so that excessive strain will not be put 
on the Community’s inadequate mechanism with which to deal 
with either a localized or generalized recession. Article 104 of 
the Treaty states that the members will agree to strive for a 
policy to achieve equilibrium in overall balance of payments, to 
maintain confidence in their currencies while maintaining a 
high level of employment, and to achieve stable prices. The 
Treaty says little with regard to the coordination of budgetary 
policy, however, and this would be essential to the effective 
control of balance of payments problems. While there is dis- 
cussion of coordinating budgetary policies among the Six, the 
Special Study Mission concluded that if a severe recession were 
to occur at the present time, “the strains on the cohesive ability 
of the Community might prove too much to handle.”* 


“™ Trends in International Trade, GATT, Oct., 1958, p. 119. 
* Special Study Mission to Europe, op. cit., p. 148. 
* Special Study Mission to Europe, op. cit., p. 78. 
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The second condition for Common Market survival is that 
it continues to receive political support from the leaders of the 
separate national governments of the member states, especially 
France, which has been the most reluctant to expose itself to 
both the supra-national authority of the Community and the 
rigors of freer competition. Whether France under de Gaulle 
will submit to the authority of the organs of the Community is 
perhaps one of the gravest question marks in the future of the 
Common Market. General de Gaulle has rejected the idea of 
the supra-national federation implied by the Treaty of Rome 
and has proposed a looser confederation which would keep the 
organs of the Community subordinated to the separate national 
governments. At the first “summit conference” of leaders of the 
Six in February, 1961, the Netherlands took sharp exception to 
de Gaulle’s proposals for periodic political consultations rather 
than eventual political unity, creating a rift which has not yet 
been mended." 

The third condition is that the internal stress which will be 
generated by the Common Market does not cause it to disinte- 
grate. The creation of more specialized and efficient industry in 
one country will mean the elimination of less efficient pro- 
ducers in another. With mass production will come mass dis- 
tribution, which will probably put great numbers of small re- 
tail shops out of business. Labor unions in one country may 
well resist the immigration of cheap labor from another, espe- 
cially if jobs should become scarce. All these forces will create 
severe strains to the structure of the Community. 

Assuming the survival of the Common Market from the 
dangers mentioned above, there remain additional obstacles to 
the development of a truly competitive internal market. The 
Treaty’s provisions generally limit monopolistic and other trade 
restrictive practices. The following are prohibited under Ar- 
ticle 85 of the Treaty: direct or indirect price fixing; limitation 
or control of production, markets, or investment; market shar- 
ing or the sharing of sources of supply; discriminatory pricing; 
and tie-in sales and contracts. There exists a major loophole, 
however, in that agreements may be excepted when they “‘con- 
tribute to the improvement of the production or distribution of 


% New York Times, Feb. 19, 1961. 
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goods or to the promotion of technical or economic progress 
while reserving to users an equitable share in the profit resulting 
therefrom. . . .” This reservation is significant in view of the 
European tradition encouraging cartels. The Special Study Mis- 
sion reports that, “Officials are convinced that restrictive prac- 
tices exist. Indeed, the air seems to be heavy with agreements, un- 
derstandings, conversations and alliances of vast implications.” 
Other reporters state that there is little doubt that collusion and 
market sharing between competitors are taking place.’* The 
Commission is handicapped in investigating these suspected 
restrictive practices by having to cooperate with officials of the 
individual member states whose laws vary with regard to cartels. 
Present indications are that disagreements between the mem- 
ber states as to the interpretation and implementation of the 
Treaty provisions regulating competition may effectively block 
legal efforts by the organs of the Community to enforce these 
provisions."® 

Another requirement for the achievement of a truly com- 
petitive atmosphere within the Community is the harmoniza- 
tion of the tax structures of member countries so that the inci- 
dence of taxes will be generally comparable. There are four 
major types of taxes involved: internal taxes, turnover taxes, 
taxes on capital movements, and general taxes administered 
under differing tax systems. The Treaty forbids member states 
to levy taxes which place imports from other member countries 
at a disadvantage. An example of the difficulties which will be 
encountered in enforcing this, however, may be seen in the case 
of turnover taxes, i.e., taxes levied at various stages in the 
productive and distributive process. The Treaty permits mem- 
ber states to set average rates for specific products and then 
apply compensatory taxes on imports of similar items from 
other member states. The calculation of these averages leaves 
room for arbitrary decision and makes it possible to discrimi- 
nate against imports in favor of domestic production. An ap- 
parent illustration of this was the Italian action in 1960 by 
which her compensatory taxes on almost all imported goods 
were increased. The Italians claim that the new taxes were cal- 


” New York Times, March 12, 1961. 
* Ibid. 
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culated to equal domestic taxes on the same items. The other 
members of the Six, however, complain that Italy was merely 
voiding the advantage to them created by the tariff reductions 
carried out under the Treaty. Investigation by the Com- 
munity’s Commission seems to support the latter view."" 

Another danger to the climate of competition in the Six of a 
similar sort is state subsidy in the form of tax exemptions or 
other aids to domestic industry which place imports from mem- 
ber countries at a disadvantage. Under the Treaty, the Commis- 
sion can in principle veto state aid to industry, although it is 
too early to know how effectively it will do so. 

From the foregoing it is obvious that the problems faced by 
the European Economic Community in achieving a complete 
customs union with a freely competitive internal market are 
formidable. The national, political and economic pressures 
which acted as barriers to trade before were not eliminated by 
the signing of the Treaty of Rome. It is possible that a combina- 
tion of private cartels and government intervention could com- 
pletely negate the competition-liberalizing provisions of the 
Treaty. The danger from an economic point of view is that 
should the Common Market scheme fail to materialize as 
planned in the Treaty of Rome, the net effect could well be to 
intensify protectionism in Europe to the detriment of free 
world trade. It is reasonable to expect, however, that in view 
of the philosophy of the Treaty and the eagerness shown by the 
Community to accelerate the integration of the Six, a consider- 
able degree of trade liberalization within the Community can 
be expected. 


EFFECTS OF THE COMMON MARKET ON U.S. TRADE 


Given that it is unlikely that the European Common Market 
will become a complete customs union, it is then important to 
consider what the effects on U.S. trade will be of the Common 
Market as we actually see it evolving, and whether we can there- 
fore look toward increased trade with the Community to help 
correct our balance of payments difficulties. 

Whatever the effects of the Common Market on U.S. trade, 
they will be superimposed upon a trend toward increasing com- 


New York Times, March 27, 1961. 











EUROPEAN COMMON MARKET AND U.S. TRADE 247 


petitiveness in world markets and the loss of the abnormal ad- 
vantages which U.S. exports have enjoyed in the post-war 
period. The restoration of European productive capacity with 
modern equipment and processes similar to those used in the 
United States has ended our favored position in the production 
of mass produced, high quality goods. The result has been a 
relative U.S. loss to Europe since 1950 of trade with the O.E.E.C. 
countries, Canada and Latin America. Between 1950 and 1959 
the U.S. volume of exports relative to that of the O.E.E.C. de- 
creased from 28 per cent to 18 per cent in the case of exports to 
the O.E.E.C., from 194 per cent to 138 per cent of those to 
Latin America, and from 435 per cent to 338 per cent of those 
to Canada.'* This trend appeared to exhibit a sharp reversal 
between 1959 and 1960, when exports from the U.S. to Western 
Europe rose faster than exports of Western European countries 
to each other (our exports to the Six and the U.K. increased 30 
per cent from the 4th quarter of 1959 to the 4th quarter of 
1960 in comparison with a total export increase of 19 per 
cent).® However, there seems to have been no fundamental 
change in production or import structures of Western Europe 
which would favor the U.S. and this may only be a temporary 
phenomenon due to restocking in Western Europe.* 

It is evident that the initial effects of the creation of the Com- 
mon Market will be discriminatory in favor of member countries 
to the disadvantage of non-member countries. Even should the 
general incidence of the common tariff be no higher than the 
level of tariffs among the Six prior to the formation of the Com- 
mon Market, the removal of the tariff barriers to the member 
countries will give them an advantage and tend to divert trade 
in similar products from outside countries to member countries. 

How great the effect of this trade displacement might be with 
regard to U.S. exports to the Six is difficult to determine. Differ- 
ent components of our exports to the Common Market will, of 
course, be differently affected. Because of the composition of 
our exports to the Six, it may be that the trade-displacement 
effects will not be great, i.e., a large part of our exports to the 

* Figures calculated from O.E.E.C. data. 


” Survey of Current Business, U.S. Department of Commerce, Mar. 1961, p. 7. 
” Economic Bulletin for Europe, United Nations, 1960, p. 10. 
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Common Market are primary products, most of which are com- 
plementary rather than competitive with goods produced in 
the Common Market. (See Table 3.) 

A number of studies have been made as to the pattern this 
trade diversion will make. Basing his figures on the composition 
of U.S. exports to the Six in 1955, Dr. Howard S. Piquet, Senior 
Specialist in International Trade and Economics of the Library 
of Congress, calculated that 41 per cent of our exports would 
probably not be affected by the new tariff structure of the 
Common Market, 27 per cent possibly affected, and 32 per cent 
probably affected to some degree.*! The unaffected category 
amounting to 41 per cent includes such products as coal, steel 
mill products, iron and steel scrap, copper ore and concen- 
trates, and petroleum. Also included in this category are raw 
materials such as tobacco and raw cotton, which cannot be 
grown in sufficient quantities within the Six and which will 
therefore probably not be affected. The 27 per cent of our ex- 
ports which Dr. Piquet believes may be affected are other agri- 
cultural products which may be discriminated against by the 
agricultural policies of the Common Market. These include 
grains and grain preparations, vegetable oils and fats, and oil- 
seeds. The effect upon these commodities will depend upon the 
effects of the agricultural provisions of the Treaty of Rome as 
they are finally implemented by the Community. As we have 
seen, the proposals made to date by the Commission in this re- 
gard are not promising for outside suppliers of many agricul- 
tural products. 

The 32 per cent of our exports to the Six which Dr. Piquet 
believes will probably be affected by the new tariff structure 
consists mainly of manufactured goods. This includes industrial 
machinery, electrical machinery, machine tools, certain chemi- 
cals, and automobiles. All of these will be subject to displace- 
ment by goods of European manufacture. At least in the short 
run our exports in this sector will be subject to progressively 
discriminating tariffs as the tariff provisions of the Treaty of 
Rome go into operation. The effects on our exports may be 
compounded by the fact, noted earlier, that the relatively low- 


“ Howard S. Piquet, “First Effects of the Common Market,” The European 
Common Market, American Management Association, 1958, p. 132. 
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tariff members of the Six—Belgium-Luxembourg, the Nether- 
lands and Germany—import most of the U.S. goods in this sector. 

A subsequent study by the Chase Manhattan Bank and pre- 
sented to the Committee on Interstate and Foreign Commerce 
on the U.S. Senate in 1960 produced similar results based on a 
slightly different breakdown of U.S. exports to the Six in 
1958.22 

Machinery makes up the largest part of the category likely to 
be affected, and includes industrial machinery, electrical ma- 
chinery, metal-working machinery, machine tools, and office 
machinery. Actually, in every case but that of metal-working 
machinery and office machines, the countries of the Common 
Market already import far more heavily from themselves than 
they do from the U.S., and even in the case of these items, im- 
ports from within the Six exceed imports from the U.S. 

In the case of electrical machinery, though demand within 
the Common Market will probably rise, our relative share may 
decline even though our exports in absolute terms may increase. 
Because of the advantages of large-scale production, Germany 
and France will probably gain a larger share of European trade 
at the expense of smaller producers such as Italy and Belgium. 

In the case of machine tools and office machinery, the de- 
mand for U.S. manufactures may increase as large-scale modern 
processes are increasingly employed within the Community. 
Since metal-working machinery is so highly differentiated, a 
purchaser may continue buying from an old supplier even when 
there is no cost advantage, or when a cost advantage has been 
lost. Many items of specialized machinery and components, such 
as presses for automobile bodies and certain automated ma- 
chine tools are either produced only in the U.S. or the U.S. has 
a substantial lead in technology so that our trade may be little 
affected.2* The U.S. share of the Community's market for au- 
tomobiles and commercial vehicles will probably decline in 
favor of Germany, France and Italy, with Germany making the 
greatest gains. In the case of aircraft, since initial price is less 

@The Chase Manhattan Bank, “The European Common Market and the 
European Free Trade Association,” U.S. Trade and Common Market, Foreign 
Commerce Study, Hearings before the Committee on Interstate and Foreign 


Commerce, U.S. Senate, May 10, 1960. 
* Ibid., p. 218. 
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important than performance, it is likely that trade will be little 
affected. 

Chemicals make up the second largest general category of 
our industrial exports to the Six. In this group imports from 
the U.S. amounted to less than half those imported by the Six 
from among themselves in 1955. Our chemical exports may de- 
cline in the short terms, although as consumption rises within 
the Community our trade should eventually increase. A num- 
ber of chemicals are among the items for which the common 
external tariff has been fixed by mutual agreement rather than 
by averaging and may prove restrictive in some instances. 
Tariffs on chemical raw materials, however, will probably be 
kept low for the benefit of Common Market manufacturers. 
Even at the present time our trade with countries in the Six is 
hampered by the imposition of compensatory taxes which are 
intended to offset internal taxes levied on domestic production, 
but which tend to overcompensate. Also, in the case of drugs 
and pharmaceuticals, there is internal legislation in some of 
the Common Market countries which tends to discriminate 
against imports. Patent protection, trade-marks, and standards, 
while serving other ends, also act as barriers to trade. The 
Treaty of Rome requires the elimination of discrimination 
against imports by its members, so that improvement can be 
hoped for in this regard. 

In the short term Germany, which already has a chemical 
industry with capacity to produce for export, will probably 
gain at the expense of U.S. trade, since it will be in the best 
position to take advantage of the growing market.** 

In the paper on U.S. trade and European regionalism pre- 
pared for this seminar last fall, the findings of the Piquet and 
Chase Manhattan Bank studies are generally corroborated.*® 
This study, drawn from extensive experience in the field of 
European trade, contains several important exceptions, how- 
ever, all of which reflect adversely on U.S. trade prospects. 
These exceptions fall primarily in the sector which the previous 
studies indicated would probably not be affected by the Com- 


™“ The foregoing discussion based primarily on Dr. Piquet’s article, op. cit. 
* Author's name withheld by request. 





co aw tf © TT ew eS © 


—_ 





EUROPEAN COMMON MARKET AND U.S. TRADE 253 


mon Market tariff structure. In the case of coal, the author 
notes the marked drop in our exports to the Six in 1959 and 
concludes that the prospects are for a further decline in the 
face of surplus production in Germany and continued import 
restrictions. The outlook for petroleum products is also found 
to be dim. Although the tariff on crude oil has been set at nil 
(the tariff on petroleum products is yet to be negotiated) and in 
the absence of quantitative restrictions, it is indicated that im- 
ports will probably be controlled to suit the needs of the in- 
ternal market through an increased use of Sahara crude by the 
international oil companies at the expense of other suppliers. 
In the case of aluminum, the 10 per cent tariff is considered 
very high for a homogeneous product and is likely to be pro- 
hibitive. 

In the agricultural sector the author of this study believes 
that a number of U.S. products will be affected to some degree. 
In the case of tobacco, it is felt that the 30 per cent tariff on 
leaf tobacco will be sufficient to divert trade from outside 
sources to the protected domestic production of the Commu- 
nity. With regard to vegetable oils and fats, for which the Six 
are the world’s greatest market, and the U.S. their greatest sup- 
plier, the author states that duties on edible oils have been set 
high so as to protect domestic livestock and seed production, to 
restrict the competition of margarine with butter, and to pro- 
vide higher prices for oil and seeds produced in the Associated 
Overseas Territories. The tariff on inedible oils, our more im- 
portant export, will be subject to lower duties which are un- 
likely to be restrictive. In the case of oilseed, the Six have 
agreed to a managed market which may see U.S. exports suffer 
in favor of subsidized production in the Associated Overseas 
Territories. 

With regard to other foodstuffs, it is believed that the high 
tariffs on meat, fruits and vegetables under List F may also 
prove restrictive. This view is reflected in the fears of some U.S. 
agricultural interests that the pattern emerging from the Com- 
mon Market's agricultural proposals may reduce U.S. agricul- 
tural exports to the Six, amounting to $791 million in fiscal 
year 1959, to a mere residual item because of a combination of 
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higher tariffs, market restrictions, and expanded production in 
the Six and the Associated Overseas Territories.*® 

All studies agree that in the case of machinery, other engi- 
neering products and chemicals, U.S. exports are likely to suffer 
from the discriminatory effects of the new Common Market 
tariff structure in the short run. 


LonG-TERM PROSPECTS 


What the longer-term impact of the Common Market on 
U.S. trade will be is impossible to estimate with any precision 
at the present because of the number and complexity of the 
variables involved, and because of the many issues yet to be 
resolved. Granting that U.S. exports will have to adjust to the 
inevitable displacement effects which will arise from the erec- 
tion of a common tariff by the Six and the elimination of tariff 
barriers between them, a number of other factors will also play 
an important role in determining the ultimate effect on U.S. 
trade. The Common Market will tend to require more raw ma- 
terials and foodstuffs as it develops. It will also tend to purchase 
more machinery of a specialized nature. Since the marginal 
propensity of the Six to import has been estimated at .3, it is 
possible, although not automatic, that as income rises in the 
Community, the U.S. share of the expanding market could 
more than make up for whatever trade diversion takes place.** 

One factor which will be very important in determining the 
U.S. share of the new market is whether the European Eco- 
nomic Community assumes a liberal attitude toward trade with 
outside countries. In the Preamble of the Treaty of Rome is a 
statement which reads, ““Desirous of contributing by means of a 
common commercial policy to the progressive abolition of re- 
strictions on international trade. . . .”” Yet there are no provi- 
sions in the Treaty giving substance to this aim. While the 
officials of the Common Market realize their responsibility to 
see that the Common Market becomes an instrument to in- 

* Statement by Martin Hearn, Counsel, Florida Citrus Mutual, Hearings before 
the Committee on Interstate and Foreign Commerce, U.S. Senate, May 9, 1960. 

“ The Chase Manhattan Bank, “The European Common Market and the 
European Free Trade Association,” U.S. Trade and Common Market, Foreign 


Commerce Study, Hearings before the Committee on Interstate and Foreign 
Commerce, U.S. Senate, May 10, 1960, p. 220. 
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crease world trade rather than to restrict it, there is undoubtedly 
considerable protectionist sentiment in the Community, espe- 
cially in France and Italy, which may strongly resist any lower- 
ing of the common tariff or liberalizing of the agricultural pro- 
visions. An indication of what the future will hold in this 
regard may be forthcoming from the current GATT negotiations 
in Geneva. At this conference, among other categories to be 
negotiated, are those pertaining to adjustments to be made in 
the common tariff to make up for changes in rates bound under 
the GATT. Reports from Geneva indicate that the negotiations 
are proving very difficult. The conference has been repeatedly 
delayed by the inability of the conferees to agree on these ad- 
justments. A number of GATT members from outside the Six 
claim that the concessions offered by the Six for changes made 
January | as a first step toward a common tariff do not ade- 
quately compensate for tariff agreements reached earlier and 
which were affected by these changes.** 

Another factor which could be of considerable consequence 
to U.S. exports would be the removal of the remaining quanti- 
tative restrictions on U.S. trade to the Six. Under the GATT, 
all members agree to eliminate quantitative restrictions on im- 
ports except for temporary measures to cope with balance of 
payments difficulties or other limited reasons. The balance of 
payments reason is no longer valid in the Six, and recognizing 
this, the governments of these countries have already eliminated 
dollar discrimination to a considerable degree, and have prom- 
ised to remove the remaining restrictions as soon as possible. A 
dramatic example of what the removal of these might do for 
U.S. trade and our balance of payments is provided by Italy. 
By the end of 1959 the Italian government had removed quanti- 
tative restriction on 85 per cent of U.S. goods, the remaining 15 
per cent being primarily agricultural products. A comparison of 
our exports in the first nine months of 1959 with those for 1960 
shows an increase from $404 million to $471 million. For the 
first six months of 1959 as compared with the first six months 
of 1960, a net outflow of dollars amounting to $52 million in 
the former period was turned into a net inflow of $79 million 


* New York Times, Jan. 10, 1961. 
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in the latter period.?® While all of this reversal cannot be at- 
tributed to the removal of Italian restrictions on U.S. goods, it 
is certainly responsible for a considerable share of the gain. In 
1959 then Under Secretary of State Douglas Dillon estimated 
that the liberalization of dollar trade in Western Europe in 
1959 was worth $300 to $400 million annually, and that a simi- 
lar amount would be realized if the remaining restrictions were 
removed. Such figures indicate that with equal access to mar- 
kets, U.S. exports could very well increase substantially. 

A factor which may have important repercussions on U.S. 
trade, and one which is sometimes overlooked, is the growing 
U.S. direct investment in the Six. Aside from the immediate ad- 
verse balance of payments effect of such investments (it can be 
argued that in the long run these will prove a positive factor 
when profits begin to flow back), there is growing evidence that 
such investments seriously compete with U.S. exports. While 
the growth of U.S. direct investment in the Six cannot be at- 
tributed entirely to the formation of the Common Market 
(lower production costs have been cited as another reason) 
the desire to get on the inside of the anticipated common tariff 
barrier in order to share in the expanded market has un- 
doubtedly been an important factor. 

The value of U.S. direct investment in the Six grew from 
$637 million in 1950 to $2,194 million by the end of 1959. Of 
this, over half—$1,135 million—was in manufacturing, while 
$732 million was in petroleum. In 1960 U.S. firms invested an- 
other $580 million in new plant and equipment in all of West- 
ern Europe, with Germany alone receiving $150 million.*° It 
may be argued that foreign investment in basic commodity in- 
dustries may ultimately benefit the U.S. producer by providing 
cheaper raw materials. In the case of manufacturing, however, 
U.S. overseas subsidiaries may be directly competitive. In 1957, 
for example, production of U.S. firms in Europe had a sales value 
of $6.3 billion compared with imports from the United States 
of similar manufactures of less than $2 billion.*! The sales of 
U.S. subsidiaries are primarily in the country where the sub- 

® Ibid., Jan. 1, 1961. 


* Time Magazine, Jan. 6, 1961, p. 61. 
* Survey of Current Business, U.S. Department of Commerce, Sept., 1960. 
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sidiary is located. In the Common Market, out of a total figure 
for sales and operating revenues of U.S. direct investments of 
$5.1 billion in 1957, $4.4 billion were local sales, $21 million 
were exports to the U.S., and $649 million were other exports. 
While information concerning the destination of the “other ex- 
ports” is not available, it is probable that the bulk went to 
other European countries. The largest commodity groups among 
these exports were motor vehicles and equipment, machinery 
and chemicals. 

Compared with exports from the United States of similar 
manufactures, the production of U.S. plants in Europe ex- 
ceeded exports from the U.S. for each commodity group except 
primary and fabricated metals. In individual countries the 
value of local sales of U.S. subsidiaries also exceeded imports 
from the U.S. for these commodities. In the case of electrical 
machinery, for example, the Common Market countries’ pro- 
duction was valued at $299 million, while imports from the 
U.S. amounted to $55 million. For transportation equipment, 
these figures were $765 million for U.S. subsidiary production 
as against imports from the U.S. of $130 million.” 

It is reasonable to infer from these figures that there is 
significant displacement of U.S. exports by subsidiary produc- 
tion in the Six. The figures probably overstate the actual loss, 
however, since to some extent U.S. subsidiaries are exploiting 
markets which are not normally open to the parent companies. 

United States investment is growing faster in Europe than 
anywhere else in the world, and is concentrating in manufac- 
turing. Because U.S. subsidiaries automatically receive the 
benefits of new products and processes developed by the parent 
company, the U.S. is deprived of the opportunity to exploit 
such innovations in terms of exports while they are unique. 
Our growing investment in manufacturing in the Six on this 
basis would seem a legitimate cause for concern with regard to 
our prospective export to the Common Market. 

It is argued by many businessmen and some economists that an 
additional threat to U.S. trade is posed by the continuous post- 
war inflation that has taken place in the United States, espe- 


* Figures taken from tables in U.S. Business Investments in Foreign Countries, 
U.S. Department of Commerce, 1960. 
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cially the rise in wages which has proceeded faster than the rise 
in productivity. The fact that wages have been increasing at 
about 5.5 per cent annually during this period, while output 
per man hour has been increasing at only about 3 per cent is 
“pricing us out of the market.”** The implications with re- 
gard to the Common Market are that as economies of large- 
scale production are realized in the Community, the U.S. with 
its high labor costs, will be squeezed not only in its exports but 
in the domestic market as well. 

Actually, figures show that wages and the cost of living in the 
Six have risen faster since 1953 than in the United States. Dur- 
ing the period 1953-August 1960, wages rose 29 per cent in 
the U.S. During this same period wages rose 30 per cent in 
Italy, 64 per cent in Germany, and 75 per cent in France. In 
this period the cost of living rose 11 per cent in the U.S., 14 per 
cent in Germany, 16 per cent in Italy, and 35 per cent in 
France. Wholesale prices, on the other hand, increased 8 per 
cent in the U.S., 7 per cent in Germany (industrial only), and 
decreased 1 per cent in Italy. The “home and import goods” 
figure for France showed a 28 per cent increase. Export prices 
during this period rose 8 per cent in the U.S. as compared with 
a 31 per cent increase in France, a 2 per cent increase in Ger- 
many, and a 14 per cent decrease in Italy.** 

A more precise measurement of wage-cost trends is provided 
in a study which appeared recently in the Harvard Business 
Review.” The authors of this study contend that the cost level 
of American products has not increased faster than foreign 
costs, and reject the thesis that the U.S. is pricing itself out of 
the market. Using a figure derived by dividing hourly wages x 
employment x working hours per man, by production, it is 
shown that labor costs per unit of production during the period 
1953-1957 rose 3 per cent in the United States. During the 
period 1953-1958 this figure rose 7 per cent in France, 7 per 
cent in Germany, and decreased | per cent in Italy. Similar 

* Time Magazine, Jan. 6, 1961, p. 61. 

* Figures based on indices in International Financial Statistics, International 
Monetary Fund, March, 1961. 


* Raphael Hodgson and Michael Michaelis, “Planning for Profits in World 
Business,” Harvard Business Review, Nov.-Dec., 1960. 
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figures for the U.K. (1953-1958) show a 26 per cent increase, 
and for Japan (1953-1957) a 3 per cent decrease. 

This provocative study indicates that the U.S. will become 
vulnerable to imports in high volume industries where it once 
had an advantage as foreign competitors achieve similar high 
volumes of production. On the other hand, in industries charac- 
terized by high labor costs, where the U.S. has traditionally 
been at a disadvantage, we will become increasingly competitive 
as foreign wages rise faster than ours. Examples of high labor 
cost industries are machine tools and aircraft, both important to 
our export trade, where we may be becoming more competitive 
in price, even though less unique in product.** 

While raising wages at a rate faster than the increase in pro- 
ductivity should be avoided because of its inflationary effects 
and potential threat to our export position, the available evi- 
dence does not seem to indicate that the present state of our 
terms of trade can be blamed entirely on our increasing labor 
costs, nor that the trend in this regard is against the U.S. The 
favored position of European traders appears due, rather, to a 
combination of lower initial wage costs, improved techniques 
and capital equipment, and increased manufacturing capacity 
available for export goods. 

A final factor which could significantly affect the future of 
U.S. trade in a list that does not pretend to be exhaustive, is 
the attitude toward increased foreign competition taken by U.S. 
business. Traditionally, U.S. business has merely sold overseas 
the excess of goods produced for the domestic market. It seems 
probable that U.S. industry could increase sales in foreign mar- 
kets if the kind of effort expended in the domestic market in 
terms of product research, consumer research and market re- 
search, were directed to foreign markets. If, however, U.S. busi- 
ness remains content to sell overseas goods produced to meet 
the requirements of the U.S. consumer, it may find itself in- 
creasingly at a disadvantage with foreign competitors who are 
more and more making use of “American” methods of produc- 
ing and marketing their own products. 


* Ibid., p. 139. 
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CONCLUSION 


There appears to be no assurance at this date that the eco- 
nomic integration of the Six into a Common Market will prove 
a stimulus to imports from the United States and thus provide 
an alleviation of our balance of payments difficulties. The in- 
ternal problems which must be solved before a true customs 
union can be achieved, the ambiguous position of the Treaty 
of Rome on cartels, the protectionist sentiment which exists 
and is exemplified in the proposals for a common agricultural 
policy, and the yet unclear position of the Community with re- 
gard to liberalizing its common external tariff, all create doubt 
that the full benefits to the world which were hoped for will 
soon materialize. Even when an expanded market among the 
Six becomes a reality, improvements in the competitive posi- 
tion of Common Market producers will create problems for 
U.S. producers in all markets. Yet rising prosperity and income 
in the Six will also provide the United States with an oppor- 
tunity to increase its exports to this area if we can remain com- 
petitive in price, achieve liberal trade conditions, and produce 
goods that meet consumer requirements in the Common 
Market. 

The economic questions raised by the Common Market, 
however, should not be allowed to obscure the real political 
gains which have been achieved through the union of the Six. 
While new and serious problems have been created, such as the 
tensions between the Six and the Outer Seven, such strains are 
an inevitable result of the dislocations inherent in any develop- 
ment as revolutionary as the European Common Market. The 
degree of unity and cooperation achieved by the Six, while fall- 
ing far short of the ideal, is nevertheless almost incredible from 
a pre-World War II point of view. A price for this progress 
toward our political objectives may be exacted, however, in 
that by assisting in promoting stronger political unity in West- 
ern Europe, we have also helped create a powerful economic 
competitor. 

While it is not the purpose of this paper to make policy 
recommendations, the importance of the United States con- 
tinuing to press for a general liberalization of world trade 
through the progressive elimination of trade barriers should be 
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mentioned. Regional arrangements such as the Common Mar- 
ket can be constructive as long as they are steps toward even 
wider agreements. But they must not be allowed to degenerate 
into preferential trading blocs to the detriment of world trade. 
To this end, we should make every effort to ensure the ob- 
servance by the Six of the provisions of the GATT concerning 
the establishment of customs unions, and to work through the 
machinery of the GATT toward a reduction of the common 
external tariff. 

Evidence that U.S. policy, in recognition of the restrictive 
and divisive potentialities of the Common Market, is shifting 
its emphasis toward a broader economic arrangement in the 
Atlantic Community may be seen in the agreement reached in 
November, 1960, for the creation of an Organization for Euro- 
pean Cooperation and Development.** This organization re- 
places the O.E.E.C. The members of the O.E.C.D. include the 
former members of the O.E.E.C. plus the United States and 
Canada as full rather than associate members. The aims of the 
O.E.C.D. will be close cooperation, general business cycle 
policy, expanded aid to underdeveloped countries, and further 
progress toward expanded trade. The agreement would bind 
members, in making basic economic decisions, to avoid meas- 
ures that would be injurious to other countries. It would also 
require that members cooperate closely in carrying out the 
aims of the organization, and, when conditions warrant, to 
take coordinated action. 

Should the O.E.C.D. prove effective in getting its members 
to live up to the responsibility they have accepted for achiev- 
ing wider economic cooperation and further expansion of trade, 
the U.S. may still keep the political gains reaped from the 
creation of the European Economic Community, while achiev- 
ing its goal of freer international trade. 


* New York Times, Nov. 20, 1960. 











SOME THOUGHTS ON THE GERMAN BALANCE 
OF PAYMENTS 


Heino Winckler 


THE DEVALUATIONS 


FTER the occupation of Germany in 1945 the Allies annulled 
A the Reichsmark (RM) rate: $1 = RM 2.494 and fixed a 
new rate at the level of $1 — RM 10.: This ratio was relevant 
only to changes of money for the Allied Forces and for remit- 
tances. Other transactions such as payments for foreign trade 
and capital movements were at that time negligible. 

During the course of the recovery, exports and imports as 
well as invisible transactions started to increase. The inappro- 
priateness of the rate mentioned above, and that of a multiple 
exchange rate scheme introduced in the meantime, however, be- 
came obvious and the situation called for a change. On June 20, 
1948, a new rate was fixed at $1 = Deutsche Mark (DM) 3.33, 
one day before the currency reform.? This rate was considered 
to be appropriate at the price level in the summer of 1948. 

On September 20, 1949, one day before the establishment of 
the Federal Republic of Germany, the DM was devalued simul- 
taneously with the devaluation around the world starting in 
London on September 19, 1949. The mark's devaluation against 
the dollar was modest compared with the devaluations of other 
currencies: the DM was depreciated from $1 = DM 3.33 to $1 = 
DM 4.20,? i.e., by 20.6 per cent.* 

This new ratio, in force until March 6, 1961, was—measured 
against the internal purchasing power of the DM in 1949—un- 
doubtedly overvalued. The modest devaluation rate of about 20 
per cent was recommended to the Government of the Federal 
Republic by the three Western occupation powers, most likely 
in order to avoid relatively strong German competition in the 
different export markets. In consequence of the new ratio, the 
German export commodities became relatively more expensive 

1 This level—grossly undervalued—“was in keeping with the punitive spirit of 
those days,” Wallich, Henry C., Mainspring of the German Revival (1955), p. 255. 

?Some special rates were maintained until 1949. 


®* The $—RM rate before 1933. 
‘The £ sterling was devaluated by 30.5 per cent. 
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in relation to export goods of competing countries and, thereby, 
an increase of German exports was hampered. Despite this nega- 
tive effect on Germany’s export possibilities, the German Gov- 
ernment and the Central Bank Council® of the Bank Deutsche 
Lander (now Deutsche Bundesbank)* agreed to the devaluation 
rate mentioned above, as there were some fears that a greater 
devaluation rate could cause a considerable tendency for in- 
ternal prices to rise because of higher prices of import goods. 

The relative overvaluation of the DM in 1949 caused a seri- 
ous problem for the German balance of payments. Imports in- 
creased much faster than exports due to the new rate and, in 
addition, to the liberalization of imports in accordance with the 
liberalization code of the OEEC. These deficits could not be 
offset by surpluses on services or capital account. Later on, how- 
ever, the original overvaluation of the DM changed into an 
undervaluation because of the tendency of prices to rise more 
sharply abroad. This change occurred between 1949 and 1952: 
Germany's gold holdings and freely usable foreign assets 
amounted to $1.2 billion’ by the end of 1952. In September 
1960 Germany’s gross total of foreign assets amounted to $6.3 
billion. In this connection I would like to stress that the foreign 
exchange reserves of Germany are almost completely included 
in the statement of the Bundesbank, whereas the statements of 
the Central banks of other industrial countries usually show 
only a part of the total national reserves of foreign exchange. 
Contrary to the situation in Germany, private credit institu- 
tions, industrial enterprises, and individuals of other countries 
hold large amounts of their assets abroad and share in this way 
in their central bank’s task of holding the national reserves of 
foreign exchange. 


THE DEVELOPMENT OF THE GERMAN BALANCE OF PAYMENTS 


The increase of the foreign exchange reserves of Germany 
was, first of all, due to the surplus in the current account, as 
shown in the appended figures: 


*Its functions are to a certain degree the same as those of the Board of 
Governors of the Federal Reserve System in Washington. 

*The German Central Bank in Frankfurt/Main. 

* All figures in this paper are computed from DM into U.S. $ at the rate $1 = 
DM 4.20. 
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Because of the fact that the German balance of payments situ- 
ation has been widely discussed for many months, I would like 
to make some comments comparing its development in the first 
nine months of 1960 with that in the same period of the previ- 
ous year. 

In the first nine months of 1960 the Bundesbank accumu- 
lated foreign exchange reserves as follows: 


(In million $) 








including 
total gold U.S. $ and Can. $ 
end Dec. 1959 4,533 2,638 1,734 
end Sept. 1960 6,338 2,888 3,224 
INCREASE | 1,805 | 250 1,490 


In connection with the increase in Germany’s gold assets it is 
worth mentioning that since early 1955 no gold has been 
bought by Germany from the Treasury.* 

During the 1960 period as mentioned above, German imports 
rose faster than exports due to the current'v increasing pur- 
chases of military equipment. Because of the fact that in the 
next few years the rearmament of Germany will probably pro- 
ceed at a much faster rate than up to now, the increase in im- 
ports may be expected to continue in the coming years. 

Exports have also been increasing steadily, although at a 
slower rate. There was and is undoubtedly a sellers’ market for 
German commodities, notably for capital goods, specialized fin- 
ished products and durable consumer goods. Four factors seem 
to be mainly responsible for this development: a) during the 
last 10 years the German export trade has been favored by its 
ability to deliver on time and at reasonable prices whereas the 
exports of competing countries were hampered by price in- 
creases caused by inflationary pressures. b) Many countries dis- 
criminated against imports from the U.S. because of the so- 
called dollar gap, consequently, they bought to a large degree 
in Germany and other non-dollar countries. c) The fiscal and 

* Substantial purchases of gold from the U.S. Treasury were made by the U.K., 
the Netherlands, Belgium, Switzerland, Italy, Austria, Japan and Portugal. These 
countries bought gold in the equivalent of $3,803 million between January 1958 


and September 1960. (See Monthly Letter, Jan. 1961, p. 10, First National City 
Bank of New York.) 
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monetary policies of the German authorities have been con- 
sistently restrictive at home, thus keeping internal demand 
within a range which allowed a high percentage of total output 
to be exported. d) Through tax subsidies (mainly remission of 
the turnover tax) the German exporters are able to price their 
export goods at 4-5 per cent below domestic prices.® 

The trade surplus in January/September 1960 was about 7 
per cent below the level of the 1959 period reflecting a continu- 
ation of the tendency since 1957 of a gradual decrease in the 
surplus on current account. 

Besides the surplus in the trade balance, Germany earns some 
foreign exchange in her balance of services as a consequence of 
receipts from foreign military agencies. In January/September 
1960 Germany received $756 million from NATO troops, 
about 80 per cent of which stems from American forces and the 
remainder from British, French, Belgian and Danish units. The 
figure given above is a gross one. To get the net figure, we have 
to take the following into consideration: a) According to an 
agreement between Great Britain and Germany, the latter sup- 
ported the British forces with payments totalling £36 million 
($100 million) in 1960. b) In its “Note on Sharing Aid and De- 
fense Cost’”’ of February 20, 1961"° the American Government 
stated that ‘the net increment of the Federal Republic’s foreign 
exchange reserves derived from U.S. spending in Germany is 
approximately $375 million annually.” 

Putting the $756 million on a rough annual basis, I estimate 
Germany's gross NATO receipts for the year 1960 to be 


* Prof. Wallich gives a percentage of 11.575 per cent, p. 248/9. It seems to me, 
however, that this high percentage can only be arrived at by maximizing all the 
different refunds in a few special cases. The average set lies in the range of 3 to 5 
per cent, see Mesenberg, Heinz, Die umsatzsteuerliche Behandlung der Ein- un 
Ausfiihr in den Staaten der Europdischen Wirtschaftsgemeinschaft (Bonn, 1960) 
pp. 47 ff., and Erhard, Ludwig, Germany’s Comeback in the World Market (Lon- 
don, 1954) p. 227: “Tax concessions. All exports from the Federal Republic are 
free of turnover tax. The rebate of sales tax granted to German exporters amounts 
to 214 per cent for finished goods, to 1 per cent for semifinished goods and to 
4 per cent for other products. With regard to corporation and income tax, a 
tax-free sum can be set off amounting to 1 per cent of the export proceeds for 
the trader and to 3 per cent for the producer (4 per cent when imports are 
processed on behalf of foreign producers). Reliefs also exist for stamp duty and 
insurance tax. 

In 1960 Germany's exports amounted to $11.4 billion and the export refunds 
to about $500 million. 

” New York Times, February 21, 1961. 
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$1,000 million 


80% from U.S. $ 800 million net $375 million 
20% others $ 200 million minus support 
to U.K. ($100 million) $100 million 


net $475 million 


While in the 1959 period the short-term movements showed 
a minus position, in 1960 we have a plus item of $396.7 million: 


(In million $) 





1959 1960 





CAPITAL ACCOUNT" 1957 1958 1959 Jan.-Sept. Jan.-Sept. 
Long Term —1729 4464 — 89.0 — 8126 —2802 
Short Term —408.1 —122.4 — 565.2 — 810.0 +396.7 
Balance on 

capital account —581.0 —568.8 — 1,460.2 — 1,622.6 +116.5 





What is behind this change? In 1959 the Bundesbank sought 
to stimulate the outflow of short-term funds. It established the 
discount rate at 234 per cent. But late in the summer of 1959 
the Bundesbank was forced to introduce a tight-money policy 
to meet the internal boom. Lack of labor caused German in- 
dustry to invest in labor-saving techniques and expectations of 
a favorable turn in business conditions influenced industrial 
circles to undertake additional investments for business ex- 
pansion. 

To meet the boom the Bundesbank increased the discount 
rate as follows: 3 per cent on September 4, 1959, 4 per cent on 
October 23, 1959, and 5 per cent on June 3, 1960. 

The reserve requirements’ were also increased in line with 
the approach that the internal situation took precedence over 
the external one. Unfortunately, these deflationary acts aggra- 
vated seriously the external disequilibrium because of the dif- 
ferences between interest rates in the USA and Germany re- 
spectively (and in other European countries) as a result of the 
cyclical time lag. While the American monetary authorities 
were forced to introduce an easy money policy to try to head 
off a mild recession then beginning, Germany had to fight a 
boom. 

“ Adapted from the Monthly Report of the Bundesbank, October, 1960. 

* By increasing the minimum reserves the Bundesbank was able to sterilize 
the commercial banks’ liquidity in the first nine months of 1960 by about $1.2 


billion. In addition approximately $450 million were sucked up by open-market 
operations. 
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What was the consequence of Germany’s tight money policy? 

a) The German commercial banks reacted by repatriating 
their assets held in U.S. $ funds. In October 1959 they held 
$898.8 million abroad and reduced their foreign assets by $657.4 
million to about $241.4 million in September, 1960 (an amount 
which German banks normally maintain in the U.S. as working 
balances). Furthermore, they increased their short-term borrow- 
ing abroad to $257 million in September, 1960.'* 

b) Large amounts of short-term assets were transferred into 
Germany by foreigners due to the high yields in Germany at a 
time when the yields on three-months deposits in the U.S.A. 
were 214 per cent, while day-to-day money in Germany earned 
between 414 per cent and 51% per cent. Furthermore, expecta- 
tions of a devaluation of U.S. $ and/or of the revaluation of the 
DM caused speculating circles to shift funds from the U.S. into 
Germany hoping to gain some substantial profits. Apparently a 
large amount! of “hot money funds,” the total of which is 
estimated by the Federal Reserve Bank of Philadelphia to be 
$1.0 billion,® moved into Germany. The countermeasures of 
the Bundesbank, such as prohibition of interest payment on 
DM sight and time deposits (but not on savings deposits) of 
foreigners, prohibition of the sale of German Treasury bills to 
foreigners were—as I see it—not too effective, because these 
restrictions were introduced too late. Moreover, foreigners 
could purchase German middle- and long-term securities and 
shares now as before. 

c) German business circles began to borrow in foreign coun- 
tries, mainly in Switzerland and in the Netherlands, because 
the rates there were less expensive. Another reason was the 
tightness of the German credit market because of the restrictive 
credit policy of the Bundesbank. 

d) A shift in the timing of international payments took place 
in that payments for imports were delayed, and collections due 
from exports were advanced. 

* Lowest level in August 1959-$67.4 million; highest in March 1957—$245 
oo to The Financial Times, London, November 24, 1960 hot money 
in the range of $600 million moved into Germany. 


% Business Review, April 1960, p. 15 f£. In addition, see Business Review of the 
Federal Reserve Bank of Boston, November 1960, p. 7. 
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e) Substantial purchases of German shares by foreigners took 
place.'¢ 


THE PROBLEM OF REVALUATION 


Looking back on the development of the German balance of 
payments we note that between 1949 and 1951 the balance of 
goods and services moved from large deficits to a small surplus 
in 1952. In the following years Germany accumulated large 
surpluses. Up to 1955 the influx of gold and foreign exchange 
can be considered desirable and even necessary to meet obliga- 
tions to repay debts etc. which claim foreign exchange in the 
amount of about $250-300 million annually. Later on, Ger- 
many’s foreign assets increased by much more than was essential 
to cover foreign exchange outflows. 

In 1956 and 1957, a number of experts, mainly centered 
around the universities, recommended a revaluation of the DM 
which, in their opinion, would solve at one blow a whole range 
of monetary and cyclical problems. This school of thought 
pointed out that permanent high surpluses in foreign exchange 
endangered the stability of the purchasing power of the Ger- 
man currency. Because of the obligation of a Central Bank to 
purchase foreign exchange from private persons and enter- 
prises according to the statute of the IMF, liquidity in Ger- 
many increased enormously with all the predictable effects on 
the internal economy. Furthermore, these experts stated that 
the piling up of foreign exchange and gold in one country 
caused disturbances in the international money and capital 
markets and in the long run could impair the entire interna- 
tional payments mechanism. 

As the result of a revaluation, it was argued, the following 
goals could be attained:"* 


a. reduction of exports 
b. limitation of the inflationary pressure which had emerged 
as the German economy reached a stage of full employment 


%* Ad d) and e). These capital movements are estimated by the Bundesbank to 
be about $610 million for the second and third quarters of 1960. 

“The problems concerning abnormal reactions of a balance of payments in 
case of devaluation or revaluation will not be touched on in this paper. For 
details see Wolfgang Albert in Ordo XI, 1959, p. 295 ff. and the literature given 
by him. 
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c. cheapening and increase of imports 

d. maintenance of low interest rates relative to the interna- 
tional standard, especially in New York and London 

e. moderate increase in Germany's foreign exchange reserves 
relative to the gradual increase of international liquidity to 
meet the demand for foreign exchange to finance imports, long- 
and short-term capital transactions, and all other obligations to 
foreigners. 


In 1957, however, the German authorities did not decide to 
revalue. In accordance with the Bank of England, some joint 
statements in this connection were issued; for instance during 
the annual sessions of the IMF and the World Bank in Septem- 
ber 1957. 

In the meantime, the discussion of the revaluation of the DM 
did not stop, especially in view of the steady increase in Ger- 
many’s total foreign assets. A revaluation was frequently recom- 
mended, mostly by the same academic circles. But apparently a 
few of them felt that it was too late even in 1958, to say nothing 
of 1959 or 1960, or politically unfeasible because of elections in 
Germany, etc. 

The German authorities, however, the Government as well 
as Parliament and the Bundesbank, supported by influential 
circles and institutions in industry, business, agriculture and 
banking, denied time and again that a revaluation was under 
consideration, most recently in a statement of the German Gov- 
ernment’* on October 18, 1960, shortly after the IMF and 
World Bank meetings in Washington. 

Obviously, the German authorities decided at first to main- 
tain the internal purchasing power of the DM?®—an understand- 
able approach after two disastrous inflations and currency re- 
forms in 1923 and 1948. The German people are extremely 
anxious about any changes in the value of their money, espe- 
cially after the experience of the currency reform in June 1948 


* The fixing of the exchange rate is the responsibility of the German Gov- 
ernment, not the Bundesbank. According to an agreement between the Govern- 
ment and the Bundesbank, however, the Government is obliged to seek the 
Bundesbank’s advice on questions of charges in the exchange rate (von Spindler, 
Joachim, Die Deutsche Bundesbank (1957), paragraph 3, remark 4/II, p. 109 f.). 

#” Since the world crisis in the early thirties a typical policy in many countries, 
while during the period of the gold standard, Central Banks maintained the 
external value of the currency concerned 
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when they had to exchange their Reichsmarks for Deutsche 
Marks in the ratio of 100 to 6.5. 

The German authorities felt that 

a) a revaluation would cause heavy losses to exporters with 
a discouraging effect on the export trades in general, bearing in 
mind that the German economy depends largely on exports: 
GNP 1960 $65.7 billion,” exports $11.4 billion = 17.4 per 
cent. 

b) it is very difficult to calculate in advance the right ratio at 
which to revalue (appreciation ratios between 12 and 4 per 
cent were suggested), 

c) the total of the external debt is still unknown*! 

d) it is doubtful whether imports would increase with a re- 
valuation, and especially agricultural imports (= one third of 
total imports), for in Germany, as in many other countries, 
these prices are stabilized by the Government for political rea- 
sons. A similar inelasticity of prices and exchange rates exists 
for raw materials. Consequently about 50 per cent of Ger- 
many’s imports are not supposed to be sensitive to a revalua- 
tion. 

e) it is not at all sure whether the German trade surpluses 
would continue indefinitely. Factors such as changes in the 
terms of trade, changes in the export and/or import structure 
of the countries, devaluations in deficit countries, etc., could 
cause a quite different picture for the future German balance 

” Preliminary estimate, without the Saar and West Berlin. U.S.A.—G.N.P. 
1959 $482.1 billion, exports $16.3 billion = 3.4% 

"As a result of the London Debt Agreement signed by eighteen creditor 
countries and Germany on February 27, 1953 (a) prewar German public and 
private debts and (b) postwar German Government debts were settled. Regarding 
(a) the amount was fixed at $1,738 billion. Ad (b) the postwar debts owed by the 
West German Government to the Allies in the amount of $3.8 billion were 
reduced to $1.7 billion largely by the generosity of the U.S.A., which scaled 
down its claims of approximately $3.4 billion to $1.2 billion with an amortization 
of 30 years, Dernburg, Hans J., Journal of Finance, VIII, September, 1953, 
p. 298 ff. 

Outstanding public debts amounted to $2,207 billion on March $1, 1959. 

The London Debt Agreement does cover only a part of Germany's foreign 
indebtedness: 

In addition, Germany still has obligations arising from restitutions and the 
Israel Agreement amounting to approximately $1.9 billion. In this connection, 
an unknown factor has to be mentioned: 10 states claim restitution payments. 
Negotiations are in progress or will start soon; nobody knows how much Ger- 


many will have to pay. Estimations range between $500 million and $1.0 billion. 
With seven other states agreements were reached in recent years. 
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of payments. In addition the German authorities felt that the 
tendency for the favorable balance of trade to decrease would 
continue for the following reasons: 

First, the increase of the price level in Germany would con- 
tinue due to the strong upward trend of wages in Germany be- 
cause of shortage of labor, and this increase would take place 
in a shorter time than in other industrial countries. Possibly in : 
the near future, the German price and cost level will reach that 
of other countries, as Mr. Karl Blessing, President of the 
Bundesbank, put it: “I am not quite sure whether our cost and 
price structure after the recent strong increases of wages is still 
beneath the level of (that prevailing) abroad.”*? David Howell 
estimates the rise in wages by 11-12 per cent in 1960, “creating 
a formidable threat to overall price stability.”** There seems to 
be some evidence that Germany’s favorable foreign trade posi- 
tion resulting from her low price and cost level will vanish. 

The following figures indicate the upward trend of the Ger- 
man price and cost level, although the price increases men- 
tioned by Messrs. Blessing and Howell are not yet reflected: 





1. Indices of cost of living: 1953 May 1960 
U.S.A. 100 110 
Germany 100 114 

2. Indices of wages per hour in industry: 

US.A. 100 129 
Germany 100 159 


3. Price indices of wholesale prices™ 
1957 1958 1959 1960(Oct.)  1960(Dec.) 


U.S.A. 107 108 109 109 109 
Germany 105 106 105 107 108 
™ Translated by the author; original speech in German: “. . . ich (bin) mir 


nicht sicher, ob unsere Kosten- und Preisstruktur nach den starken Lohnerhé- 
hungen der letzten Zeit noch unter der des vergleichbaren Auslandes liegt. . . .” 
Speech in Stuttgart, Dec. 7, 1960, Auszuege aus Presseartikeln, Deutsche Bundes- 
bank, Nr. 111, Dec. 12, 1960, p. 5. 

™ The Daily Telegraph and Morning Post, London, Feb. 14, 1961. 

™* The continued gains of Germany, despite the large relative rise of wages, are 
explained by large gains of productivity in Germany, associated in turn with 
rising output and alrger markets. Cf. Harrod in S. E. Harris (ed.) The Dollar in 
Crisis. 

* The indices 1 and 2 are based by the Internaticnal Monetary Fund on a 
national level, the indices 3 and 4 on an international one, expressed in U.S. 
$—1953 — 100. 

As the technique of the indices’ computation is different the indices cannot 
be compared among themselves. They are mentioned only to show the upward 
trends. 
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4. Price indices of export prices* 
1957 1958 1959 1960 1960 


U.S.A. 107 106 107 108 (Aug.) 108 (Nov.) 
Germany 103 103 100 101 (Sept.) 103 (Dec.) 


Second, trade discrimination against the U.S. had been abol- 
ished by many countries in 1960 due to the urging of the 
GATT and the U.S. Government. 

f) A revaluation of the DM would reduce the surpluses on 
current account and could simultaneously impede Germany 
from participating to a higher degree in aiding developing 
countries. Therefore, American authorities did not urge a re- 
valuation of the DM; nor did the IMF, represented by Dr. Per 
Jacobsson, who—well versed with the German monetary situa- 
tion for many years**—frequently denied in recent years that 
any revaluation would be called for. 

No doubt, the German authorities were fully aware of the 
dilemma in which they were involved: The problem was how to 
pursue a domestic policy of monetary restraint while simul- 
taneously trying to avert foreign exchange gains which occur 
as by-products of this policy and which consequently increase 
the liquidity at home. Having refused to revalue and not being 
willing to inflate, but realizing that the sterilization of the com- 
mercial banks’ liquidity did not compensate for the amounts 
which, as a result of the trade surplus and capital movements, 
flowed into Germany at an undiminished rate, the German 
authorities were obliged to do something against the continu- 
ous inflow of foreign money. The U.S.A. in particular was con- 
cerned about this flow and called for some measures to help 
correct the American balance of payments deficit as well as the 
unilateral movement of foreign assets into Germany. 

The German Government and the Bundesbank tried to solve 
the German balance of payments problem by a number of dif- 
ferent measures: The German Government in recent years made 
substantial advance payments on military imports and on its 
external debts. In 1961 it will continue this practice, having 
offered to repay between $900-1,000 million of outstanding 

* During the devaluation period in 1936 Dr. Jacobsson, then chief economist 
of the Bank of International Settlement in Basle, strongly supported a German 


devaluation together with the gold bloc countries, Erbe, Rene, Die National- 
socialistische Wirtschaftspolitik (Ziirich, 1958), p. 189, remark 127. 
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debts to the U.S., U.K. and France as well as to prepay for arms 
purchases. Germany offered to increase her share of contribu- 
tions to NATO's infrastructure program. 

Furthermore the German authorities have agreed to provide 
both private and public capital exports to developing countries 
up to a total of about $800 million in 1961 with $400-450 mil- 
lion to be contributed by the German Government and the 
German States, and $360 million by German industry,”’ banks 
and insurance companies. 

With the introduction of capital exports the German au- 
thorities believe the problem of the balance will be relieved. It 
will be possible to avoid a policy of high domestic interest rates, 
thus narrowing the differential of interest rates between Frank- 
furt and New York and rendering unattractive the unpredicta- 
ble, uncontrollable and undesired flows of hot money. German 
authorities hoped, furthermore, that foreign securities would 
be issued in the German market. By easing the German situa- 
tion in this way, they believed they could avoid price adjust- 
ments and losses for German exporters as well as uncertainties 
for international capital movements which would occur in 
case of a revaluation. This policy should, according to the Ger- 
man authorities, be strengthened by the endeavor to ease im- 
ports through further liberalizations and through the abolition 
of artificial supports of exports, as mentioned above. 

Furthermore, on November 11, 1960 Germany decreased the 
discount rate from 5 per cent to 4 per cent entirely because of 
external reasons: to reduce the range between the American 
and German interest rates and thus to help stop a further influx 
of funds into Germany, e.g., to fight the international hot 
money movements. These measures were taken despite the fact 
that the internal boom required a tight money policy with a 
high interest rate level for the time being. 

Believing that such hot funds would leave Germany as soon 
as the gap between German and American interest rates was 
diminished still more, and hoping to encourage German capital 
exports, the Bundesbank lowered the discount rate once again 

* There is some feeling that German industry, which already grants credits 
in connection with foreign transactions, can contribute to the foreign aid pro- 


gram of Germany only by stopping or delaying its own investments or by 
borrowing from banks. 
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on January 19, 1961 to 314 per cent, now only 14 per cent 
higher than that of the U.S. 

Simultaneously the reserve minima were lowered to enable 
German commercial banks to grant credit to German enter- 
prises. (The latter were starting to switch from foreign loans to 
German credits because of the decrease of the debit interest 
rates.?*) 

In the latest actions of the German authorities it is possible 
to observe a complete turn in their monetary policy since the 
winter of 1960: internal reasons no longer mainly influence 
their decisions; now external disequilibrium caused by the 
steady surplus in the balance of payments had become more 
important. 

It is questionable, however, whether a capital export can ease 
the German balance of payments problem: Two reasons could 
be cited to show why an increased capital export will not—al- 
together, at any rate—meet this problem: 

a) Credits to foreigners have to be repaid in the future and 
will flow back into Germany anyway. It is only a question of 
time. 

b) Credits to foreigners cause additional exports and thus to 
this extent do not help to ease the surplus situation on current 
account. In this connection, the so-called ‘boomerang effect’’*® 
is very often quoted, according to which a capital export causes 
a consequent export of goods. 

It is difficult to predict whether the total amount of a capital 
export®® or only a certain percentage of it will flow back into 
the capital exporting country causing new exports. The follow- 
ing qualifications, however, could be made: As far as the capital 
export represents short-term funds to bridge short-term liabili- 
ties, or as far as speculative movements are concerned, no effect 
on the export side will occur. If a debtor of a loan uses the ex- 
ported capital as a new credit for the repayment of his old 
debts, no effect would be caused on the export sector either. 

Except for these exemptions the borrower will use the capital 
he has received to buy exports, and in the case of untied credits, 

*In Germany the level of the debit interest rate changes automatically with 
alterations of the discount rate. 


” For details see Hahn, L. Albert, Geld und Kredit, p. 296 ff. and 302 ff. 
* This is certainly the case when tied credits are granted. 
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it is only a question of time until the capital comes back to the 
capital exporting country—perhaps via third countries and with 
a time lag of years. 

Concerning the boomerang effect, I would like to quote two 
American statements in this connection: In his message to 
Congress on February 6, 1961 President Kennedy stated: ‘“Not 
more than 20 per cent of the funds expended for economic 
grants, development loan assistance, technical assistance and 
contributions to international organizations which amounted 
to $2.6 billion in 1960, is today available for expenditures out- 
side the United States. . . .” 

Questioned by members of the Committee on Foreign Af- 
fairs, House of Representatives on March 3, 1960 on the im- 
pact of the Mutual Security Program (MSP) on the U.S. 
balance of payments, Mr. Dillon explained that in the fiscal 
year 1959 “slightly more than a fourth of total MSP expend- 
itures” effected the balance of payments by having been spent 
to purchase goods and services in foreign countries. However, 
we must bear in mind that almost all United States aid is now 
tied, especially when loans to foreign countries for purchasing 
military equipment and supplies are granted. 85-90 per cent of 
these expenditures are procured in the U.S. 

As far as I know no German estimates on a percentage of the 
impact of capital exports on exports of goods and services are 
published. Sydney Gruson cites in his article of November 14, 
1960 entitled—Bonn will grant $1.0 billion aid at urging of 
U.S.:5* “German officials believe that 20-25 per cent of the 
money to be distributed in aid next year will come back 
through the purchase of German goods.” It seems to me that 
these figures are calculated according to Germany’s average 
share of about 16 per cent in recent years on the international 
tenders of the World Bank. However, in the case of German 
foreign aid, these percentages mentioned above seem to be too 
low. Dr. O. Emminger, member of the Board of Directors of 
the Bundesbank, stated in a speech delivered in Kiel on De- 

" The Department of State, Bulletin Vol. XLIV, No. 1131, Feb. 27, 1961. 

*? Hearings before the Committee on Foreign Affairs, House of Representatives, 
86th Congress, 2nd Section on Mutual Security Act of 1960, p. 347. 


* The Mutual Security Program, 1961, p. 123 f. 
% New York Times, November 14, 1960. 
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cember 2, 1960: “In case of bilateral foreign aid (of Germany) 
the share of the German industry will be much higher (than 16 
per cent), because the receiving countries will seek aid for such 
projects very much in the interest of the German export in- 
dustry.”*® I personally estimate that 60-70 per cent of Ger- 
many’s foreign aid as untied credits will flow back into Germany 
for purchasing goods and services within a measurable time, 
following an example in the history of foreign aid in the time 
of the gold standard: during the construction of the Anatolian 
Railway in Turkey between 1888 and 1896 by German entre- 
preneurs 70 per cent of the total expenditures flew back into 
Germany for purchasing of technical equipment.** The re- 
maining 30-40 per cent will flow from country to country partly 
as payments transactions, partly invested in long- or short-term 
funds, partly held as foreign exchange reserves. 

Thus we can conclude that capital export will not solve the 
German problem. 


THE REVALUATION ON MARCH 6, 1961 


Obviously all the measures mentioned above could not meet 
the balance of payments problem and the inflationary pressures 
of the continuing boom in the German economy. President 
Blessing himself stated recently several times that the monetary 
policy of the Bundesbank was facing a dilemma between inter- 
nal anticyclical measures and the external payments balance. 

Professor Albert Hahn, of Frankfurt University, a German 
expert on money problems, was right when he stated: 


Export of capital is an inappropriate means of preventing sur- 
pluses in the trade balance. To decrease such surpluses and to stop 
inflows of gold and foreign exchange the relation between the in- 
ternal and the external cost and price level has to be changed. One 


* Translated by the author, original text in German: “Bei einer bilateral 
vergebenen Entwicklungshilfe wird der Lieferanteil der deutschen Industrie 
unvermeidlich héher liegen, schon weil die Empfingerlinder dazu neigen wer- 
den, bei ihren Hilfegesuchen fiir die deutsche Exportindustrie interessante 
Projekte vorzuschlagen.” Auszuege aus Presseartikeln, Deutsche Bundesbank, 
Nr. 117, Dec. 29, 1960, p. 7. 

* Grothe, Hugo, Die Bagdadbahn und das Schwibische Bauernelement in 
Transkaukasien und Palaestina (Miinchen, 1902), p. 6. 
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can achieve this aim only (a) by inflating at home, (b) by deflating 
abroad, or, (c) by changing the rate of exchange." 


As a last recourse the German authorities decided to revalue: 
On March 6, 1961 the DM was revalued from $1-DM 4.20 to 
$1-DM 4. The revaluation was followed on March 8, 1961 by 
lowering domestic short-term interest rates of I-, 2-, and 3- 
months money market papers to between 25% and 27% per cent*® 
and by freeing about $100 million by lowering reserve re- 
quirements. 

It is still too early to comment on the overall effects of the 
revaluation. According to some official announcements, how- 
ever, Germany’s international monetary policy will not change. 
Besides the statements of the German government to prepay 
$900-1000 million to the three Western Allies and to grant for- 
eign aid of about $800 million in 1961 as “one-shot actions,” 
Germany will earmark and provide the necessary funds of about 
$1 billion annually for the years to come to intensify her aid to 
developing countries thus taking into account the wish of the 
U.S. government to help to ease the American balance of pay- 
ments situation and thus to smooth the entire international 
monetary situation. 


* Hahn, op. cit., pp. 147 and 263. 
** Level now very close to the rates of 3-month Treasury bills in the US. 
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vERY considerable part of the reserves of countries outside 
A the Soviet bloc consist of U.S. dollars and sterling. At the 
end of 1960, foreign Governments and central banks held about 
$11 billion in dollar assets and over £2,550 million in sterling 
assets as part of their official reserves. In addition, banks, busi- 
ness firms and individuals abroad held about $7 billion in short- 
term dollar assets and £1,200 million in short-term sterling 
assets. Excluding the United States and the United Kingdom, 
45 per cent of the official reserves of gold and foreign exchange 
of countries outside the Soviet bloc are held in the form of dol- 
lars and sterling. In many countries, the greater part of official 
ceserves are held as claims on the two reserve centers. 

The U.S. dollar and sterling are reserve currencies as a con- 
sequence of the important role of the United States and the 
United Kingdom in the world economy. With U.S. commercial 
exports of about $19 billion and imports of nearly $16 billion, 
with other private international transactions of $12 billion, ex- 
cluding short-term capital movements, there is always an enor- 
mous supply of and demand for dollars. Similarly, with sterling 
area exports of about £8.5 billion and imports of £9.5 billion, 
as well as large transactions on service and investment account, 
there is always an enormous supply of and demand for sterling. 
This makes it possible for the exchange market to absorb trans- 
actions in dollars and sterling for reserve account at close to the 
prevailing rate of exchange. Furthermore, with a fixed parity, 
there is an assured limit to fluctuations in the exchange rates 
for dollars and sterling. 

The use of their currencies as reserves enables the United 
States and the United Kingdom to provide excellent facilities 
for financing international trade, extending other short-term 
international credit, undertaking long-term international in- 
vestment, and providing ancillary financial services connected 
with international trade and investment. A country may be an 
important financial center without being a reserve center. For 
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this purpose, it is sufficient to have an efficient banking system 
and exchange market, with resources available for short-term 
and long-term financing. Amsterdam and Zurich are important 
financial centers, even though they cannot match New York and 
London. Paris and Frankfurt are not only important financial 
centers, but they have some characteristics of reserve centers. 

The capacity of a country to function as a reserve center de- 
pends not only upon the breadth and magnitude of its exchange 
market, but on the confidence that other countries have in its 
currency. Above all, there must be assurance that the value of 
the currency will be maintained in terms of gold. It is desirable 
for a reserve center to have large reserves so that it may absorb 
capital movements as well as fluctuations in its balance of pay- 
ments without excessive disturbance of the economy. More im- 
portant, a reserve center must have a basically strong balance 
of payments, one that enables it to be a large and steady ex- 
porter of capital, The fact that holders of dollars and sterling 
can earn a return at market rates of interest is an inducement 
to hold reserves in this form. Nevertheless, unless there is con- 
fidence in the future value of the dollar and sterling, they can- 
not function effectively as reserve currencies. 

The functions performed by the reserve centers impose on 
them a responsibility which is always difficult and sometimes 
onerous. In every country, reserves rise or fall with its own bal- 
ance of payments surplus or deficit. In the reserve centers, re- 
serves may rise or fall for other reasons as well. An outflow of 
gold from the United States or the United Kingdom may reflect 
a deficit in its balance of payments, a deficit in the payments of 
other dollar or other sterling countries with the rest of the 
world, or a change in the proportion of reserves that countries 
decide to hold in dollars or sterling relative to gold and to other 
currencies. As most of these forces are beyond the control of the 
reserve centers, they need large reserves. 


THE I.M.F. AND THE RESERVE CENTERS 


The creation of the International Monetary Fund is a land- 
mark in the organization of a world monetary system. In a 
sense, the I.M.F. has become another reserve center. As such, it 
has an enormous impact on the United States and the United 
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Kingdom. The I.M.F. supplies a supplement of reserves to its 
members through their quota rights. In this way, it has reduced 
their need to accumulate independent reserves of gold, dollars 
and sterling. This has been helpful to the reserve centers. On 
the other hand, the operations of the I.M.F., if not properly 
conceived, could put pressure on the reserve centers. 

When the International Monetary Fund engages in exchange 
transactions with its members, it acts on their reserves. Thus, the 
sale of exchange to a deficit country avoids to that extent the 
drawing down of its own reserves. On the other hand, the sale 
of the currency of a creditor country prevents that country from 
accumulating additional reserves. The basic concept of the 
I.M.F. is that surplus countries should help deficit countries to 
finance part of their payments deficits through transactions with 
the Fund. In this way, the pressure of payments deficits on re- 
serves is reduced, although not entirely avoided. 

The transactions of the International Monetary Fund have 
been predominantly in dollars, sterling and marks. Of the 
$6,155 million of currencies sold by the fund to the end of 
October 1961, $4,018 million was in U.S. dollars and $1,030 
million was in marks and sterling. The remainder, just over 
$1,000 million, was in nine other currencies. For part of this 


Currencies Sold by the International Monetary Fund, 1947-61 
(Millions of U.S. dollars) 








Currency 1947-50 1951-55 1956-60 1961 Total 
Argentine pesos 16.0 16.0 
Belgian francs 11.4 102.0 113.4 
Canadian dollars 15.0 85.0 100.0 
Danish kroner 8 8 
Deutsche mark 44 111.7 503.6 619.7 
French francs 17.5 344.5 362.0 
Italian lire 215.3 215.3 
Japanese yen 80.0 80.0 
Netherlands guilders 22.5 162.0 184.5 
Pounds sterling 6.0 185.6 105.8 113.1 410.5 
Swedish kroner 35.0 $5.0 
US. dollars 759.8 249.2 2,193.8 815.5 4,018.2 


Gross sales of currencies 7772 4392 24671 24720 6,1555 








Source: International Financial Statistics, December 1961, p. 6. 
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time, the United States was a surplus country and sales of dol- 
lars by the I.M.F. were entirely in keeping with its payments 
position. But the I.M.F. sold over $1,350 million in dollars 
from 1958 to 1961 when the United States had a net gold out- 
flow of nearly $6 billion. 

If the International Monetary Fund sells dollars at a time 
when the United States has a payments deficit, it impairs the 
reserve position of the United States. As the dollars are used to 
meet the payments deficit of the borrowing country, they come 
into the hands of surplus countries. The surplus countries may 
decide to hold the additional dollars as reserves (buying interest- 
bearing U.S. Treasury bills) or to convert them into gold. In 
the first case, the dollar liabilities of the United States to for- 
eign central banks are increased. In the second case, the gold 
reserves of the United States are decreased. 

As all transactions with the International Monetary Fund are 
at par value, a member could minimize the cost of such trans- 
actions by acquiring the currency of the country with the larg- 
est premium in the exchange market—that is, the currencies of 
surplus countries. Many members of the I.M.F. were not aware 
of this principle. They continued to buy dollars because it was 
the reserve currency in which they customarily operated in the 
exchange market. As a consequence, the borrowers paid more 
than was necessary for the reserves they needed, the surplus 
countries were relieved of the obligation to finance part of their 
surplus through the I.M.F., and the reserve position of the 
United States was impaired. Incidentally, sterling area coun- 
tries know that it is not economical to borrow sterling from 
the I.M.F. when there is a deficit in U.K. payments. 

To some extent, the drain on U.S. reserves was offset by the 
sale of $750 million of gold by the International Monetary 
Fund to replenish its holdings of U.S. dollars. But the United 
States has paid the I.M.F. $1,034 million gold as part of the 
subscription to the increase in its quota in 1959. Besides, much 
of the gold used by other countries to meet the payment on the 
recent increase in their quotas came out of gold purchases from 
the United States. A better system of meeting subscriptions on 
the increased quotas could have been devised without com- 
pelling the United States, a large creditor of the Fund, to 
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further impair its reserves by subscribing gold for which the 
I.M.F. has no immediate need. 

The best method of avoiding a drain on U.S. reserves 
through Fund transactions is for the United States to undertake 
offsetting transactions when its own payments are in deficit. 
The use of subterfuges, such as extraordinary gold transactions 
with the I.M.F., is undignified and expensive. The I.M.F. has 
“invested” $800 million of its gold in U.S. Treasury bills. The 
last two transactions, each for $300 million, were actually de- 
signed to restore U.S. gold reserves. The United States pays 
about $20 million annually in interest on its gold obligation 
to the I.M.F. It could have achieved a similar improvement in 
its reserve position by drawing the currencies of the surplus 
countries without any interest cost. 

The United States has not drawn on the International Mone- 
tary Fund because it might be regarded as an indication of the 
weakness of the U.S. dollar. As a practical matter, exchange 
dealers are well informed about the true payments and reserve 
position of the United States. They would not be disturbed by 
a transaction that merely restores to the United States the re- 
sources that have been lent to other countries by the I.M.F. It 
is a mistake for the United States to give credence to the view 
that there is anything wrong in using the Fund's resources. 
Forty countries have drawn on the I.M.F., including the United 
Kingdom, France, Belgium and the Netherlands. If the United 
States cannot engage in ordinary transactions to offset the use 
of dollars by the Fund, then its subscription is a drain on its 
reserves and not a source of strength. 


INTEGRATION OF I.M.F. QUOTAS WITH RESERVES 


In the past twenty years, more than half of the increase in 
official reserves of all countries outside the Soviet bloc was in 
the form of dollars and sterling. It is doubtful whether the re. 
serve needs of the future can be met by a substantial increase in 
holdings of these currencies. There has been no great change 
in foreign sterling balances since 1950, and while foreign dollar 
balances are still rising, it is uncertain how much longer this 
will continue. In any event, from their own point of view, the 
reserve centers should be reluctant to see a significant increase 
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in their reserve liabilities without a corresponding increase in 
their gold reserve. 

There is no shortage of reserves at this time. It is true that 
the United Kingdom has smaller reserves than would be desir- 
able and that some other countries are unable or unwilling to 
accumulate reserves. If the world pattern of payments were 
brought into balance, the present holdings of gold, dollars and 
sterling, supplemented by the quotas in the International 
Monetary Fund, would be adequate for the world economy. Of 
course, the need for additional reserves will grow with the in- 
crease in world trade, investment and other international pay- 
ments. As this need cannot be met wholly out of newly-mined 
gold, gold sales of the Soviet Union, or by increases in dollar 
and sterling balances, it will have to be met in some other way. 
The best way is through the I.M.F. 

The International Monetary Fund holds $2,850 million in 
gold (including gold invested in U.S. Treasury bills), about 
$7,050 million in convertible currencies, and about $4,400 mil- 
lion in other currencies. If the I.M.F. is to be a reserve institu- 
tion, the quotas of members should be integrated with their 
other reserves. Members should be free to draw 25 per cent of 
their quotas in successive 12-month periods without requiring 
the prior approval of the I.M.F. The position of a member 
would have to be restored after a reasonable period, say three 
to five years, as already established by Fund policy. Drawings in 
excess of the annual quota of 25 per cent and drawings that 
would increase the Fund's holdings of a member’s currency 
above 200 per cent of its quota would continue to be made 
only with express approval and on terms and conditions agreed 
with the I.M.F. 

The logic of this approach has, in fact, forced a gradual 
modification of the policy of the International Monetary Fund. 
Members now have complete assurance that they can draw the 
net credit they have in the I.M.F.—the so-called gold tranche. 
Thereafter, on successive annual drawings of 25 per cent, mem- 
bers have a declining degree of assurance that they will be able 
to use the Fund’s resources. The experience of the past ten 
years has shown that countries have a high sense of responsibil- 
ity in meeting their financial obligations to the I.M.F. They 
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can be trusted to use Fund resources as reserves, to be drawn 
on in time of need and to be restored as soon as possible. The 
next step should be to give members complete assurance that 
they can definitely count on their quotas as part of their work- 
ing reserves. 

As a corollary, it is necessary to recognize that transactions 
with the International Monetary Fund are an ordinary use of 
reserves and not extraordinary credits resorted to only in time 
of crisis. The leadership in establishing this practice should be 
taken by the reserve centers—the United States and the United 
Kingdom. The United States has a clear justification for draw- 
ing on the I.M.F. to offset the drain on its reserves caused by 
the Fund’s dollar transactions. The United Kingdom should 
also draw on its quota in the I.M.F. as a matter of course. In 
the past, the United Kingdom has drawn on the I.M.F. only in 
large amounts and at times of acute difficulty, such as 1947 and 
1956. If the quotas are to be regarded as part of the reserves of 
members, they must draw on these quotas in modest amount 
(within quota limits) whenever they are using their own re- 
serves. 

The United Kingdom has taken the common sense view that 
the resources it has contributed to the I.M.F. are equivalent to 
its own reserves and it has voluntarily increased its net credit 
in the Fund. The United Kingdom has a quota of $1,950 mil- 
lion for which it was required to subscribe $399 million in gold 
and the remainder in sterling. In 1960, the United Kingdom 
voluntarily repurchased from the Fund an additional $85 mil- 
lion of sterling, although it was under no obligation to do so, in 
order to make the maximum gold and dollar subscription—25 
per cent of its quota. It may be inferred from this not only that 
the United Kingdom regards its gold and dollar subscription 
as fully equivalent to its own reserves of gold and convertible 
currencies, but that it regards its quota as a true supplement to 
its Own reserves. 

If Fund quotas were integrated with the working reserves of 
members, it would immediately be evident that the present 
level of reserves is adequate for all ordinary purposes. Consider 
what it would mean if the reserves of the United States were 
regarded as including its full quota rights, amounting to $5.9 
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billion. Similarly, any doubt as to the adequacy of U.K. reserves 
would be dispelled if they were regarded as including its full 
quota rights in the I.M.F. Unless the working reserves of mem- 
bers are thought of as including their quotas, the enormous re- 
sources contributed to the I.M.F. may represent a reduction in 
the liquidity of its members, particularly the two reserve 
countries.* 


PROBLEM OF THE RESERVE CENTERS 


As recent events have shown, the reserve centers are con- 
fronted with the possibility of large capital movements and the 
conversion of dollar and sterling balances that could put serious 
pressure on their gold reserves. At the end of 1960, short-term 
banking claims held by foreign Governments or their nationals 
amounted to about $17.5 billion in dollars and to about £3.9 
billion in sterling, in addition to some holdings of longer-dated 
Government securities. The reserve centers are more vulner- 
able to capital outflow than they were a few years ago. This is 
only partly due to a deterioration in their reserve position. 
While the gold reserves of the United States have decreased by 
about $5.9 billion since 1958, the gold and convertible cur- 
rency reserves of the United Kingdom have increased by about 
$1 billion in the same period. 

The principal reason for the large capital movements is that 
international money markets have become more sensitive to 
relative interest rates and to fluctuations in business conditions. 
The large trading countries of Europe have restored their pro- 
duction and trade, developed large payments surpluses and ac- 
cumulated enormous reserves. Confidence in their currencies is 
complete. In 1960, with higher interest rates in Europe, because 
of the boom, and lower interest rates in the United States, be- 
cause of the recession, enormous sums flowed from the United 
States to European financial centers to earn the higher interest 
return and to speculate on an appreciation of certain European 

*It is interesting to note that some analyses of the reserve position of the 
United States not only fail to include its net credit in the I.M.F. as part of its 
reserves, but mistakenly include the Fund's holdings of non-interest-bearing 
notes, which are part of the currency subscription, in U.S. short-term foreign 


liabilities. The U.S. Treasury bills held by the I.M.F. in its gold investment ac- 
count are a reserve liability of the United States. 
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currencies. Of the U.S. balance of payments deficit of $3.8 bil- 
lion in 1960, about 70 per cent resulted from the outflow of 
short-term U.S. funds. The pressure on the dollar in the second 
half of 1960 was very disturbing; it would have been even worse 
if foreign central banks had not accumulated an additional 
$800 million in dollar balances in this period. 

As other financial centers gain in strength, it is inevitable 
that large capital movements will take place, not only in re- 
sponse to interest rate differentials, but to any economic and 
political disturbances. If such movements of funds were to re- 
sult in a large drain of gold from the reserve centers, it could 
affect confidence in the dollar and sterling and undermine the 
international monetary system which the International Mone- 
tary Fund is designed to maintain. It is not only for the benefit 
of the reserve centers or of countries holding reserves in dollars 
and sterling, but in the interest of the world economy, that 
means must be found to avoid the disruption that would be 
caused by such capital movements and the large-scale conver- 
sion of the reserve currencies into gold. 

Professor Robert Triffin of Yale University has taken the 
view that it is no longer possible to maintain an international 
monetary system heavily dependent on dollars and sterling as 
reserves. Triffin has proposed that the International Monetary 
Fund be converted into an international central bank in which 
members would be required to keep a substantial part of their 
reserves by depositing gold, dollars and sterling. The quota sys- 
tem would be abolished, present net credits of members would 
become deposits and present indebtedness would be funded. 
For the future, additional reserve needs would be met by credit 
creation by the I.M.F. The dollars and sterling initially de- 
posited in the I.M.F. would be amortized over a long period 
and dollars and sterling acquired by the I.M.F. thereafter would 
be converted into gold. The United States and the United 
Kingdom would virtually cease to be reserve centers. 

This is not a practical method of dealing with the problem. 
It would seem far better to let the international monetary sys- 
tem evolve along present lines, modifying the institutional ar- 
rangements to the extent necessary to enable the reserve centers 
to perform their functions. All the countries that hold large 
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reserves and to which substantial movements of short-term capi- 
tal could take place, except Switzerland, are members of the 
International Monetery Fund. If these countries would under- 
take a firm commitment to lend the I.M.F. the necessary re- 
sources, and the I.M.F. would undertake to lend these resources 
to its members, it would be possible for any financial center, 
and particularly the reserve centers, to avoid the serious dis- 
turbances caused by capital movements or the large-scale con- 
version of currencies into gold. 

The desirability of having the International Monetary Fund 
borrow from its members under Article VII of the Fund Agree- 
ment was suggested by the Fund staff some years ago. More re- 
cently, Professor Xenophon Zolotas, Governor of the Bank of 
Greece, has urged this policy at the Annual Meetings of the 
I.M.F. in 1957 and again in 1958. The Summary Proceedings 
of 1958 (p. 91) report Professor Zolotas’ proposal as follows: 


. in addition to the proposed increase of quotas, the Fund 
should be empowered to contract stand-by arrangements with Cen- 
tral Banks or Treasuries of surplus countries, with the possibility 
of extending corresponding stand-by credits to the deficit countries. 
Such a plan could raise the resources of the Fund substantially, 
while at the same time creating a more normal as well as a current 
mechanism of adjustment between the payments of surplus and 
deficit countries. The intervention of the Fund would constitute a 
guarantee for the creditor countries that the additional resources 
made available would not be lost and that the resources would be 
effectively used by the deficit countries for the re-establishment of 
equilibrium. 


Professor Zolotas has shown great foresight in recognizing 
some years ago the possibility that the International Monetary 
Fund would need additional resources and considerable im- 
agination in suggesting that this should be done by borrowing 
from its members. This is in many respects similar to the pro- 
posal that I made at the international economics seminar at 
Harvard University on October 17, 1958, in discussing the 
problems of the reserve centers. What is essential now is to 
find some effective way of mobilizing extraordinary resources 
through the I.M.F. to meet the problems that might arise from 
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substantial capital movements and large-scale conversion of the 
reserve currencies into gold. 


RESERVE SETTLEMENT ACCOUNT 


The International Monetary Fund's authority to provide re- 
sources for capital outflow is limited. Article VI of the Fund 
Agreement states that ‘“‘a member may not make net use of the 
Fund's resources to meet a large or sustained outflow of capi- 
tal.” The same section states, however, that “nothing in this 
Section shall be deemed to prevent the use of the resources 
of the Fund for capital transactions of reasonable amount re- 
quired for the expansion of exports or in the ordinary course 
of trade, banking or other business.” The Fund's resources can 
also be used in connection with reserve currencies drawn by 
holders to meet their payments deficits. The Fund’s resources 
are not intended, however, to finance forward exchange trans- 
actions, interest arbitrage, speculative movements of funds, or 
the conversion of currency reserves into gold. The I.M.F. defi- 
nitely stated in 1946, in interpreting the Fund Agreement, that 
its resources could not be used “to meet a large or sustained 
outflow of capital on the part of any member.” 

In any case, the International Monetary Fund cannot secure 
assured access to additional resources from the United States 
without a prior act of Congress. The Bretton Woods Agree- 
ments Act, under which the United States accepted member- 
ship, provides that no agency of the United States may provide 
additional resources for the authorization of Congress. Some 
other countries are in a similar position. It would be a serious 
error to think that adequate resources to finance an outflow of 
funds from the financial centers could be provided without sub- 
stantial participation by the United States. 

These questions could be resolved by establishing a sub- 
sidiary institution, say a Reserve Settlement Account, to be 
operated by the staff of the I.M.F. and to be directed by its 
Governing Boards. A supplementary agreement to establish a 
Reserve Settlement Account would not require amendment of 
the Fund Agreement, but it would enable a subsidiary to un- 
dertake transactions in connection with capital movements and 
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the large-scale conversion of reserve currencies. Such an Agree- 
ment might include the following provisions: 


1. All members of the I.M.F. are to become members of the Reserve 
Settlement Account by indicating their acceptance of the supple- 
mentary agreement. 

2. The Reserve Settlement Account is to be established when coun- 
tries with 70 per cent of the quotas in the I.M.F. accept member- 
ship. 

3. The Reserve Settlement Account is authorized to lend currencies 
or gold to any member for capital or current transactions on terms 
and conditions to be agreed with the borrowers. 

4. The Reserve Settlement Account is authorized to borrow from 
its members, and to enter into prior undertakings for this purpose, 
on terms and conditions to be agreed with the lenders. 


The Reserve Settlement Account (R.S.A.) could be given 
other powers: to accept deposits of gold and currencies, to hold 
and transfer gold on earmark, and to buy and sell gold. Its re- 
sources, however, would come primarily from credits provided 
by its larger members. When the large holders of reserves 
secure approval of membership, their parliaments would be 
asked to authorize their Central Banks or Treasuries to pur- 
chase notes or debentures of the R.S.A. up to a stated amount. 
If the United States would undertake to subscribe to $3 billion 
of such notes, the United Kingdom $1.5 billion, and France, 
Germany, Italy, Netherlands, Belgium, Canada and Japan 
about $3.5 billion together, the R.S.A. would have sufficient 
resources to meet any contingencies that could arise. 

When the Reserve Settlement Account borrows from a mem- 
ber, it would do so through interest-bearing notes of specified 
maturity, denominated in the currency of the lending country, 
with the same gold guarantee that now applies to the transac- 
tions of the I.M.F. The R.S.A. would call on a Central Bank 
to take up all or part of its agreed subscription only when it is 
increasing its reserves and another member needs that currency 
to meet a major outflow of funds or is presented with a demand 
for conversion of large balances by that country. Furthermore, 
subscribers would be able to use the notes prior to maturity to 
purchase any currencies they need to meet balance of payments 
deficits. Thus, subscribers would be assured that their own pay- 
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ments and reserve position could not be impaired by providing 
resources to the R.S.A. 

The operations under such a plan would be comparatively 
simple. Suppose, for example, there were an outflow of $3 bil- 
lion from the United States to the United Kingdom, Germany 
and the Netherlands. The Reserve Settlement Account would 
borrow an equivalent amount in sterling, marks and guilders 
from these countries. The currencies would be lent to the 
United States which would either sell them in the exchange 
market or use them for converting dollar balances. Suppose 
that after a year or two, there were an outflow of $1.5 billion 
from the United Kingdom to the United States or the Nether- 
lands. The United Kingdom would present the R.S.A. notes 
it holds for redemption, taking payment either in dollars or 
guilders. If its need exceeds the notes it holds, it would borrow 
the rest from the R.S.A. Credits extended by the R.S.A., as well 
as its notes, would be repaid within an agreed period, say four 
years, but under certain conditions could be redeemed before 
maturity. 

Such a system would give new confidence to countries that 
hold reserves in dollars or sterling. They would be assured that 
their reserves could always be converted into their own curren- 
cies. The credit they provide for this purpose would have a 
gold guarantee and pay a reasonable rate of interest. In fact, if 
there were assurance that resources would be available for this 
purpose and that no major holder of dollars or sterling could 
deplete the gold reserves of the United States or the United 
Kingdom, there would be no inducement for large-scale con- 
version of these currencies. The establishment of a Reserve 
Settlement Account would not, of course, obviate the need for 
a strong balance of payments by the reserve centers; but it 
would give them time to deal with large capital movements and 
currency conversions that might otherwise be disruptive. 








INTERNATIONAL MONETARY FUND: 
THE SUPPLY OF INTERNATIONAL LIQUIDITY 


J. Marcus Fleming 


INTRODUCTION 


WANT to discuss’ the criteria for determining an optimal 
level of international liquidity and the instrumentalities for 
attaining it. 

Much of what has been written about the adequacy of world 
reserves or world liquidity, particularly in the post-war period, 
seems to me to rest on logical foundations that are uncertain. 
One frequent approach is to start from some base date when 
world reserves are supposed to have been roughly all right, to 
adjust this total for the growth in the value of world trade be- 
tween the base date and the present time, and thus to arrive at 
a figure for required or optimal reserves, as of now. While I 
agree that the value of world trade is a relevant consideration, 
there are many other dynamic factors affecting the need for re- 
serves. It is not surprising, therefore, that calculations starting 
from different base dates, at each of which reserves may have 
been roughly satisfactory, yield enormously different results. 
Moreover, if it is possible to say that reserves were or were not 
adequate at the base date, one wonders if it is not possible to 
apply the same criteria to the present situation and judge of the 
adequacy of present reserves less indirectly. Another approach, 
which looks more scientific, but is not, is to calculate the 
amounts of reserves individual countries would need if they 
behaved properly with respect to the various types of payments 
fluctuations that they may have to face and then to add up the 
resulting country figures to a world total. It should be fairly 
obvious, however, that any fruitful approach to this problem 
must be based not on how countries ought to behave but on 
how they actually behave. Then there is a third approach, 
which would estimate optimal world reserves by adding to- 
gether the reserves which individual countries show, by their 
behavior, that they would like to hold. Sometimes this seems to 


2A lecture delivered before the graduate seminar on International Trade at 
the Graduate School of Public Administration, Harvard University. 
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mean merely that whatever is, is right. Countries should have 
the reserves they effectively demand, and what they effectively 
demand is shown by what they actually have. This theory takes 
more respectable forms. Sometimes the adequacy or inadequacy 
of reserves relative to the demand for them is said to be shown 
by the policy reactions of governments. This is getting nearer 
to the truth; but it is also standing the problem on its head. We 
are not interested in the policy reactions merely for their symp- 
tomatic significance; we are interested in them for their own 
sake, for their effect on welfare. Instead of looking for actions 
which will provide evidence of a country’s discontent with the 
level of its reserves, we would be looking for that level which 
tends to evoke from it the most desirable responses. And even 
then, we must be careful not to assume that the optimal level 
of world reserves is to be found by adding up the optima for 
individual countries. Countries, as we shall see, react more 
strongly to suboptimal reserves than to supraoptimal reserves, 
therefore the optimal aggregate will always be in excess of the 
aggregate of national optima. 


APPROACH TO THE PROBLEM 


In my view, the right approach to the problem is to go back 
to first principles and consider the probable effects of any 
change in liquidity on the economic welfare of the world. 
Liquidity is optimal if no change having a desirable effect on 
economic welfare can take place. Of course, there are various 
types of international liquidity and near-liquidity, and the most 
desirable aggregate amount of liquidity will depend on the pro- 
portions in which these various types are combined, and on 
their distribution among countries. It will therefore be a func- 
tion of the particular methods by which the amount of liquidity 
in the world is varied. However, to start with, we can ignore all 
that, and assume that there is only one type of international 
liquidity—a reserve asset of some sort—and one method by which 
the supply of this reserve asset can be varied, presumably by 
some sort of international organization or intergovernmental 
decision. 

PoLicy EFFECTS OF RESERVE CHANGES 


I said that we must judge the merits of any increase or de- 
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crease in reserves by its effects. Now, as it happens, practically 
all the important economic effects of reserve changes come to 
pass by way of their effects on national policies; namely, mone- 
tary and budgetary policies, policies with respect to restrictions 
on international trade and capital movements, and policies 
with respect to exchange rates. The main exception to this is 
the direct effect exercised by the level of national reserves on 
private international capital movements of a speculative type. 
But even here the direct effect is probably minor owing to the 
widespread tendency of monetary authorities to offset the effects 
of such movements on the money supply and on interest rates. 
The main importance of these movements probably is to rein- 
force the effect on government policies which reserve changes 
would, in any event, tend to exercise. 

Now, any increase in countries’ reserves, relative to the levels 
they consider it desirable to hold, is likely to lead to more ex- 
pansionary monetary policies, less severe restrictions on imports 
and capital imports, and a reduced likelihood of currency de- 
valuation. Some people, in judging the need for world reserves, 
consider only their influence on inflation or deflation, others 
only their influence on trade restrictions and exchange stability. 
The former view was prevalent in the pre-war period, when, 
indeed, it usually narrowed into an exclusive preoccupation 
with price stability: the latter view was current in some circles 
in the early post-war period. It is, however, important that all 
types of policy reaction should be held simultaneously in mind. 
Clearly, they may contain a mixture of good and bad. Most 
people would consider liberalization of imports to be generally 
a good thing, and monetary expansion to be good or bad accord- 
ing as conditions are otherwise deflationary or inflationary. The 
effects on exchange rate policy would be good to the extent that 
exchange depreciations in situations of short-run or cyclical 
payments weakness are avoided, and bad in so far as adjust- 
ments to more fundamental disequilibria are postponed. 


DIMINISHING MARGINAL UTILITY OF RESERVE CHANGES 


As the level of reserves rises, in any given set of circum- 
stances, the marginal effects of raising them further will alter 
and their welfare significance will change. After abnormal re- 
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strictions on imports have been removed, further liberalization 
of imports becomes less likely and less important. The higher 
the level of reserves, the less likely are reserve increases to 
obviate deflation and the more likely to promote inflation, and 
so on. Generally speaking, there is something like a diminishing 
marginal utility of reserve increases, and it is this that ensures 
the existence of an optimal level of reserves. If we can assume 
that a fair number of countries are likely to maintain import re- 
strictions even at times when there is a good balance between 
inflation and deflation in the world, and that it is important to 
promote the reduction of these restrictions, it will probably 
follow that the optimal level of reserves will be somewhat higher 
than would be the case if the effects on monetary policies were 
the sole criterion. 


TiME-Hor!izZon OF EFFECTS OF RESERVE CHANGES 


The next point I want to make is that the policy effects of any 
change in the level of international reserves, though partly tem- 
porary, may nevertheless extend quite far into the future, and 
some of them may be permanent. Some people would argue 
that all the policy effects of such a change would be temporary. 
Starting from a position of constant prices, an increase in re- 
serves would result in more expansionary monetary policies, 
rising prices, a rising value of international transactions, and a 
rising desire for reserves, which would continue until the desire 
for reserves has caught up with the amount of reserves and the 
inflation comes to an end. In the end, according to this view, 
prices and reserves will have increased in the same proportion, 
and any increase in production or liberalization that may have 
occurred in the transition to the higher price level will be re- 
versed. Now, I myself do not think this to be a realistic picture 
of how reserve changes act on the economy. I think some of the 
effects of such changes, on restrictions, on exchange rates, on 
investment, on output, on ways of dealing with disequilibria, 
may well be virtually permanent. In any event the effects of any 
given reserve change clearly take a long time to manifest them- 
selves in full. There is, first of all, the interval that probably 
elapses between the change in reserves and the change in official 
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policies, then the time it takes for the policies themselves to 
take effect on activity and trade, then the period during which 
prices are adjusting themselves. Finally, possibly a period dur- 
ing which costs adjust themselves to the new demand situation. 
One corollary of this is that to evaluate the effects of any once- 
for-all reserve change would require a forecast of its effects ex- 
tending over several years. 

The making of such a forecast would be difficult enough 
under the most stable economic conditions. Its difficulty is 
further increased by the fact that both the response of govern- 
ments to given reserve changes and the desirability of given re- 
sponses are constantly changing with changes in the generai 
economic situation. 


DyNAMic FAcrors AFFECTING RESERVE NEEDS 

Time does not permit me to dwell on the various dynamic 
factors affecting the need for reserves. One obvious trend fac- 
tor is the growth in the value of international transactions. This 
is a sort of scale factor, the idea being that the higher the level 
of these transactions, given their composition and degree of sta- 
bility, the higher will be the need for reserves. Then again any- 
thing that increases the short-term or cyclical instability of in- 
ternational payments will increase the need for reserves. The 
emergence of deflationary tendencies in the world economy 
would initially increase the optimal level of reserves both be- 
cause of the international disequilibria with which it would 
probably be attended and because of the importance of assisting 
governments in their efforts to counteract the deflationary pres- 
sures themselves. However, in the longer run, inasmuch as the 
deflationary tendencies leave behind them a legacy of per- 
manently lower prices in the world, the need for reserves will 
be pro tanto reduced. Not only autonomous factors but also 
policy attitudes affect the need for reserves. Thus the optimal 
level of reserves will be increased by anything that increases the 
deflationary or restrictive propensities of government, and re- 
duced by any policy change, such as the adoption of more flexi- 
ble exchange rates or more flexible monetary policies, that re- 
duces the desire to hold reserves. 
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IMPORTANCE OF RESERVE FLEXIBILITY 


It follows from what we have been saying that in considering 
the desirability of any once-for-all change in reserves, we have 
to anticipate not only a train of effects stretching off into the 
future, but also the economic and political conditions under 
which these effects will operate. Clearly such things are ex- 
tremely difficult to predict with any approach to accuracy. In 
the circumstances it would seem that the assessment of an 
optimal level of reserves must be an extremely hit-and-miss 
affair. 

Our problem will be somewhat eased if we have at our dis- 
posal methods whereby the level of reserves, or of international 
liquidity can be adjusted up or down at fairly frequent intervals. 
If this is the case we can take the leap of faith and assume that 
the liquidity needs of the further future will be looked after by 
future adjustments in the supply of liquidity and that all we 
have to worry about in determining the present level of liquid- 
ity is the situation that is likely to prevail over the next year or 
two. The more flexible our means of adjusting liquidity the 
less we need worry about forecasting and the nearer we can ap- 
proach to a thermostatic ideal of adjusting international liquid- 
ity according to current requirements. However, we have to be 
cautious about this. Not only do the effects of reserve changes 
run on for a long time but they probably do not reach their 
maximum intensity till after a certain time-lag. A thermostat 
that only turned the furnace on or off the following day would 
give rise to some wide departures from optimal room tempera- 
ture. Rather than use such a device it would probably be better 
to rely on some system of manual operation of the furnace based 
on weather forecasts, however uncertain. This difficulty arises 
even with respect to domestic financial policies, which may take 
six months or so before they exercise their full effect. In the 
case of international liquidity changes the time lag is certainly 
longer, at least in so far as such changes operate through their 
effect on financial policies: their effect on restrictions and on 
trade may be somewhat less delayed. 

Another point to be borne in mind is that reserve changes in 
the vicinity of the optimum are probably much less effective in 
time of slump when the optimum is high relative to the value 
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of transactions, than in time of boom, when it is low. If there- 
fore there is any difficulty in making the actual level of reserves 
decline as steeply between slump and boom as the short-run 
optimal level would do, it is better to fall well short of the 
optimal level in time of slump than to exceed it in time of 
boom. 


DISTRIBUTIVE EFFECTS 


I do not want to say much about the country distribution of 
reserves or liquidity. Many of the practical methods of changing 
liquidity are likely to affect a sizeable number of countries 
simultaneously. The effect on some countries will be good, on 
others bad. An increase in liquidity will help some countries to 
avoid deflation, restriction or undue depreciation; others will 
be encouraged to inflate or hang on to overvalued exchange 
rates. If it were possible, by more selective measures, to alter 
the distribution as well as the amount of liquidity a better over- 
all result could be attained. Of course, even an increase in 
liquidity that is confined initially to a few countries will sub- 
sequently be diffused among many by the ordinary processes of 
trade. Still, even this diffusion effect might be offset, at least 
in part, if it were feasible to act selectively on the ss eiatel of 
individual countries. 


CONDITIONAL AND UNCONDITIONAL LIQUIDITY 


Thus far, we have been assuming that there is only one sort 
of international liquidity, which, while it can be created or 
destroyed at the will of some authority, is nevertheless, so long 
as it exists, unconditionally and permanently at the disposal of 
the country possessing it. Call this “unconditional liquidity.” 
But there may be another broad category of liquidity consisting 
in a potential access to reserves, an access which, however, is 
subject to the observance of certain conditions as to the use to 
be made of it or as to the general policies to be pursued by the 
recipient. One usually thinks of such liquidity as consisting in 
borrowing facilities, but the use of assets also might be sub- 
jected to certain conditions, whereas access to borrowing fa- 
cilities might be unconditional. 

We now have two types of liquidity the amounts of which 
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have to be optimized. To make actual use of conditional li- 
quidity involves transforming it into unconditional liquidity. 
In order to prevent a continual expansion of the latter at the 
expense of the former means must be taken to ensure that the 
use of conditional liquidity is merely temporary. If this is done, 
and if access to conditional liquidity is controlled by a pre- 
sumptively wise international authority, there can scarcely be 
too much conditional liquidity in the world. By hypothesis, it 
can only be used by countries that are pursuing suitable policies, 
and such countries should have all the liquidity they need. 
There remain the rather tricky questions of how the fact that 
conditional liquidity is available will affect (a) the amount of 
unconditional liquidity that is needed and (b) the criteria on 
the basis of which that need is assessed. Assuming for the mo- 
ment that there is no change in the criteria as previously dis- 
cussed, the existence of conditional liquidity, being to some 
extent a substitute for unconditional liquidity, will of course, 
reduce the need for the latter. However, the two types of li- 
quidity are not perfect substitutes. The difficulties of utilizing 
conditional liquidity at short notice, its unsuitability as a war 
chest, the undesirability of accumulating too many repayment 
obligations, and the reluctance that some countries may feel at 
accepting the conditions under which it is made available, all 
these set a minimum to the demand and need for unconditional 
liquidity. However, this very reluctance to accept policy con- 
ditions suggests a new consideration which should be taken 
into account in determining the optimal amount of reserves or 
unconditional liquidity. A reduction in the level of reserves 
that leads some countries to impose undesirable restrictions on 
trade might lead others to dismantle their restrictions as a con- 
dition of access to liquidity of the conditional variety. There- 
fore the importance of minimizing restrictions and exchange 
rate instability provides less of an argument than was previously 
suggested for keeping reserves at a higher level than would be 
desirable from the standpoint of internal financial stability. 


METHODS OF AFFECTING INTERNATIONAL LIQUIDITY 


Let us turn, now, to some of the concrete methods that are 
available—or might become available—for influencing and con- 
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trolling the amount and distribution of international liquidity. 
And let us consider how far these various techniques will serve 
to approximate ideal levels of unconditional and conditional 
liquidity. The possible methods fall into three main classes. 
First, we can concert changes in the price of gold in terms of 
the principal currencies. Second, we can concert changes in the 
proportion of their external reserves that countries hold in the 
form of foreign exchange of various kinds. Third, there can be 
changes in the amount of resources entrusted to international 
credit institutions, in the credit policies of these institutions, 
and in the willingness of countries to make use of them. 


GoLp REVALUATION 


Let us begin by considering gold revaluation as a method of 
altering the real value of international reserves. There are, as 
you know, provisions in the Articles of Agreement of the Inter- 
national Monetary Fund (IMF) whereby the price of gold can 
be changed uniformly in terms of all member currencies. Now 
it is fairly obvious that this provision could never be used to 
reduce the value of gold in terms of national currencies, thus 
reducing the real value of central bank reserves. The account- 
ing difficulties this would create for central banks, whose assets 
would be reduced relative to their liabilities, is a sufficient rea- 
son, in the world we live in, why such a maneuver would never 
be allowed to take place. A uniform increase in the price of 
gold in terms of currencies and in the real value of gold re- 
serves is theoretically possible, and might occur in some catas- 
trophic situation or other, for example in the event of a de- 
valuation of the U.S. dollar. However even an upvaluation is 
rather difficult to arrange constitutionally. To bring it about 
requires the consent of the U.S. and the U.K. to the whole 
operation as well as the consent of each individual country to 
a change in its own par value. A general increase in the real 
value of gold reserves is much more likely to take place, as it 
did in the 1930's, as a result of a straggling sequence of devalua- 
tions on the part of individual currencies. 

It is clear that gold revaluation is a very cumbersome tech- 
nique for adjusting the amount of international liquidity to an 
optimal level which, as we have seen, is itself likely to vary sub- 
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stantially in the short-run with variations in the world pay- 
ments situation and in the world demand situation. In addi- 
tion, gold revaluation has certain side-effects some of which are 
rather helpful, and some the reverse. A rise in the foreign cur- 
rency price of gold will lead not only to a once-for-all increase in 
the level of real reserves but also to an expansion of gold produc- 
tion and thus to a rise in the rate of growth of reserves. This, 
while open to objection on the ground that it ties up labor and 
capital in unnecessary mining operations, is rather a useful way 
of affecting the long-term trend of reserves. On the other hand the 
anticipation of an increase in the price of gold will induce both 
private individuals and monetary authorities to switch from 
holding currencies to holding gold. Such speculative reactions, 
which we have seen in a mild form in recent days, have the 
effect of drawing down the level of reserves at the very time 
when the latter are becoming increasingly inadequate—a fact 
which makes frequent changes in the price of gold even more 
difficult and undesirable than they would otherwise be. 

Then, there is the question of the country distribution of 
reserve changes resulting from gold revaluation. This, while 
not so bad as in the case of some other techniques for altering 
liquidity, is clearly not very selective, based as it is on the exist- 
ing distribution of gold stocks. We cannot of course, judge of 
the desirability of acting on the level of reserves by means of 
gold revaluation without considering the alternatives, but even 
at this point it seems clear that while it may be a useful or even 
undispensable instrument for very occasional use in bringing 
about changes in the long-term trend of reserves it is not a 
suitable instrument for adjusting international liquidity to 
shorter term changes in the need for it. 


THE HOLDING OF FOREIGN EXCHANGE IN OFFICIAL RESERVES 


The level and trend of international reserves and liquidity 
depends not only on gold stocks and production but also on the 
proportion of their reserves that countries hold in the form of 
foreign exchange. Any increase in international liquidity re- 
sulting from an increase in the ratio of foreign exchange to gold 
will be partly—but only partly—offset by an increase in the need 
for liquidity as a result of the growth of short-term liabilities in 








304 J. MARCUS FLEMING 


the reserve currency countries. The growth of reserves will 
then depend on such factors as national propensities to hold 
foreign exchange reserves, interest rates obtainable on official 
balances, the degree of confidence in the future gold value of 
reserve currencies, and the distribution of reserves as between 
two groups of countries: those which hold little or no foreign 
exchange (such as the reserve currency countries themselves) 
and those which hold a high proportion of their reserves in 
this form. Those relationships are too complicated to go into 
now. Suffice to say that there is no reason at all to think that 
left to its own devices the practice of holding foreign exchange 
will give rise to anything approaching an optimal level of re- 
serves or even a tolerably steady rate of growth of reserves. On 
the contrary, while I think Professor Triffin? has exaggerated 
the inevitability of the collapse of the exchange standard, it is 
obviously an extremely unstable system which is liable to lead 
to a great reduction in reserves whenever, as is likely from time 
to time, the principal reserve country runs into balance of pay- 
ments difficulty and confidence in its currency declines. 

It would be possible, I think, for the central reserve coun- 
tries to remedy the worst instabilities of the system by offering 
to provide a gold guarantee on all foreign central bank balances 
held in their respective currencies provided balances are held 
in an approved form. Even if the political difficulties of this 
course were overcome, however, it still would not provide us 
with a satisfactory method of regulating the volume of reserves. 
World liquidity would grow faster whenever the central re- 
serve countries were in deficit and decline or grow less fast 
whenever they were in surplus. In order to begin transform- 
ing the gold exchange system into some sort of reliable instru- 
ment for controlling the volume of world liquidity it would be 
necessary to arrive at international agreements under which 
countries would assume obligations as to the proportion of their 

*In particular I would dispute the proposition, suggested on p. 67 of Triffin’s 
“Gold and the Dollar Crisis,” that increases in the short-term monetary liabilities 
of key currency countries, matched by less than one-to-one increases in their own 
gross reserves, will necessarily tend to bring about a collapse of the system 
“through the gradual weakening of foreigners’ confidence in the key currencies.” 
It is surely not necessary, in order to maintain confidence, that key currency 


countries should have a 100 per cent reserve backing for their short-term lia- 
bilities. 
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reserves to be held in the form of foreign exchange. The pro- 
visions regarding the composition of existing reserves might be 
different from those regarding the composition of reserve 
changes, increases or decreases. Even so, it would be enormously 
difficult to reach any agreement of this kind in view of the very 
great differences of practice as between countries regarding the 
holding of foreign exchange. Some countries would want to 
stick to their present proportions, others to change them sub- 
stantially. Moreover, to be effective for the purpose of con- 
trolling the level of world reserves the agreement would have 
to contain not merely provisions as to initial proportions but 
also a mechanism for changing these proportions from time to 
time according to developing needs. It seems likely that such 
an agreement would be beyond the sphere of practical possibil- 
ity. Moreover the distributive effects of this method of con- 
trolling liquidity would be bad. Not only is there no possibility 
of steering reserve increments to where they are most required 
but such increments would be concentrated willy-nilly in the 
first instance on the reserve currency countries. Other countries 
would be affected only when the diffusion process had run its 
course. 

Just as I should not wish to exclude the possible need for a 
very occasional revaluation of gold for the purpose of accelerat- 
ing the long-term trend of reserve growth, so I should not en- 
tirely exclude the possibility of some sort of agreement regard- 
ing holdings of foreign exchange should this appear expedient 
for the purpose of avoiding a possible collapse of the reserve 
structure. However, for adjusting international liquidity to 
needs in the short or medium run or even for providing an 
adequate rate of growth of international liquidity over the 
longer run we must turn to instrumentalities of a different sort, 
namely international credit institutions. 


THE ROLE OF INTERNATIONAL CREDIT INSTITUTIONS 


As domestic banks can increase the supply of domestic li- 
quidity, so international credit institutions can increase the 
supply of international liquidity. True, in so far as they absorb 
gold, and in so far as their operations lead countries to reduce 
their holdings of foreign exchange, such institutions tend to 
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reduce the supply of international liquidity in the uncondi- 
tional form. However, not only do they provide in the form of 
discretionary borrowing facilities, conditional liquidity which 
would not otherwise exist, but they are also, normally, in a posi- 
tion to make up for, or more than make up for, the decline in 
unconditional liquidity which I have just mentioned, by pro- 
viding countries with liquid claims against the institutions 
themselves. 

It is obvious that the supply of liquidity can be varied much 
more flexibly over time and distributed more selectively as be- 
tween countries by an international credit institution or in- 
stitutions than by any other method. Within the limits of its 
resources such an institution can behave like a central bank, 
increasing its willingness to lend, as well as its actual lending, 
during periods when an increase in liquidity appears desirable 
and contracting them at other times. By varying its willingness 
to lend it affects the amount of conditional liquidity, and by 
varying its actual lending it affects the amount of unconditional 
liquidity, either by transferring gold between the institution 
and national reserves or by expanding and contracting the 
volume of its liquid liabilities. 

To the extent that it has discretion in its lending operations 
an international credit institution can steer liquidity towards 
those countries where it will do the most good and the least 
harm. Above all, such an institution is the only means whereby 
credit is likely to be made available subject to the adoption by 
the borrowing countries, of policies desirable from an interna- 
tional point of view. In other words it is the sole source of that 
conditional liquidity which we said should be available in vir- 
tually unlimited supply. 

The amount of international liquidity that an institution can 
create depends to a considerable extent on the amount of re- 
sources that countries are willing to subscribe to it, lend to it, 
or deposit with it. Much also depends, however, on psychologi- 
cal attitudes and on the particular set-up of the institution in 
question. For example, the more countries are inclined to re- 
gard their claims on the organization as an integral part of their 
reserves, the more willing they are to borrow from the organiza- 
tion, and the more they regard their borrowing rights as a sub- 
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stitute for reserves, the more liquidity will be felt to exist, and 
the more will actually exist in the world. 

The set up of the institution will, of course, affect not only 
the amount and character of the liquidity it creates but also 
its variability through time and the extent to which it can be 
steered into appropriate channels. 


DIFFERENTIATING CHARACTERISTICS OF INTERNATIONAL 
CrepiT INSTITUTIONS 


There are innumerable types of possible international credit 
institutions. Some of the apparent differences between them 
are matters of form rather than of substance. For example, 
there is far less difference than is commonly believed between 
the Keynesian Clearing Union plan which took the form of a 
deposit bank, and the International Monetary Fund, which 
takes the form of an exchange fund, or “bag of currencies,” as 
it has been described. It is not a matter of fundamental impor- 
tance whether a country’s net claims against an institution are 
reckoned in the form of a “bancor’’ balance, as in the Clearing 
Union, or in the form of an initial subscription less the insti- 
tution’s holdings of the country’s currency, as in the case of 
the IMF. 

The really substantive differences between international 
credit organizations relate to such matters as the following. 

(1) Reliance on stand-bys. In the case some organizations 
members undertake in advance to accept claims on the organ- 
ization, if called upon to do so, up to a given maximum 
amount. In essence three quarters of the members’ subscrip- 
tions to the International Monetary Fund consist of such 
permanent stand-bys, and they are also used by the European 
Fund. Mr. Bernstein* has suggested the use of temporary 
stand-bys to finance a special fund primarily concerned with 
offsetting capital movements. By the use of this device an in- 
stitution can provide borrowing facilities with relatively little 
in the way of a gold subscription and therefore relatively little 
loss to national gold reserves, though, of course, the contingent 


*E. M. Bernstein, “The Adequacy of United States Gold Reserves,” American 
Economic Review, May 1961, pp. 439-454. 








308 J. MARCUS FLEMING 


liabilities involved will have some effect on the need for li- 
quidity of the countries concerned. 

(2) Nature of liabilities. An important question is the degree 
of liquidity attaching to members’ claims on the organization. 
Such claims may be convertible into gold or foreign exchange 
on demand, as is true of some Bank For International Settle- 
ments (BIS) deposits. They may be automatically available to 
finance deficits cleared through the organization, as in the case 
of the European Payments Union (EPU). They may be con- 
vertible, in fact, for almost any purpose and yet not yet fully 
accepted as constituting reserves, as in the case of net creditor 
positions in the IMF. They may be on time deposits. Or they 
may be illiquid, as in the case of the called-up capital of the 
European Fund. Clearly, the more liquid these claims are the 
greater will be the potential contribution of the institution to 
the supply of unconditional liquidity in the world for a given 
amount of resources entrusted to it and for a given amount of 
conditional liquidity provided by it in the form of borrowing 
facilities. There is, however, the difficulty about having liquid 
liabilities that it forces the organization to keep relatively high 
gold reserves to safeguard its own liquidity. Moreover the dan- 
ger of untimely conversion may hamper it in its role of lender 
of last resort. 

Triffin, in his proposals for a renovated IMF, has suggested 
two devices designed to preserve the liquidity of claims on the 
organization while safeguarding the liquidity of the organiza- 
tion itself.‘ One suggestion is that its liabilities as well as the 
assets should be denominated in terms of gold; so that devalua- 
tion fears would not lead to any withdrawal of deposits. This 
would imply that the creditors of the organization would have 
to give it a gold guarantee. This, however, might be politically 
easier than giving a direct guarantee to other countries. The 
other suggestion—rather a brilliant idea—is that countries 
should undertake to maintain a given proportion of their re- 
serves in the form of deposits with the institution. Such deposits 
since they could be drawn upon pari passu with other reserves 
would be just as useful for meeting deficits as if they had been 
convertible on demand. On the other hand, since their aggre- 


*Robert Triffin, “Gold and the Dollar Crisis,” pp. 104-06 and p. 114. 
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gate amount is unlikely to decline they present no threat to the 
liquidity of the organization, which need maintain very little 
backing for them in the way of gold reserves. A Triffin-type 
Fund could create a large amount of unconditional, as well as 
of conditional, liquidity, on the basis of a small amount of gold 
withdrawn from national reserves. 

(3) Netting of assets and liabilities. In certain types of institu- 
tion, such as the BIS or Triffin’s New Model IMF a country can 
be simultaneously a creditor and a debtor of the organization 
and its rights and duties vis-a-vis the institution are determined 
by its gross claims and gross liabilities. In other bodies, such as 
the EPU and the IMF, claims and liabilities are offset against 
each other and a country’s rights and obligations are deter- 
mined by its net position. The main effect of the practice of 
netting claims against liabilities is to reduce the volume of 
claims and increase the amount of unused borrowing facilities. 
Where, as in the EPU, both creditor positions and borrowing 
rights are automatic this has no very great significance. But 
where, as in the IMF the liquidity afforded by claims on the 
organization is much less conditional than that afforded by 
borrowing rights the effect of the netting practice is to reduce 
the amount of unconditional liquidity for a given availability 
of conditional liquidity. 

(4) Power of investment. Institutions differ with respect to 
their right to invest funds with member countries on their own 
initiative, at their own discretion, and for indefinite periods of 
time. The powers of investment of the IMF are rather circum- 
scribed. Those of the BIS are somewhat less so. Complete free- 
dom of investment in national markets is probably an unreal- 
izable ideal. A substantial power of investment, however, 
such as Triffin envisages for his New Model IMF, might be very 
important if the demand for loans should turn out to be too 
small to enable the institution to expand its liabilities, and 
hence the supply of unconditional liquidity, to the extent that 
would be desirable. 

(5) Liquidity of members’ borrowing rights. Corresponding 
to the differences we have found to exist in the liquidity of 
claims on the various institutions there are also possible differ- 
ences in the liquidity—or the conditionality—of borrowing fa- 
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cilities. Thus, borrowing facilities may be subject to the discre- 
tion of the institution, as in the case of the European Fund, or 
the higher credit tranches of the IMF, or they may be depend- 
ent on the payments deficits cleared through the organization, 
as in the case of the EPU or they may be available on relatively 
mild conditions as in the first credit tranche of the IMF. One 
of the aspects of the IMF system of quotas is that the Fund, if 
it so desires, can extend the authomaticity of its lending to 
larger and larger percentages of the quotas and thus rather 
simply transform conditional into unconditional liquidity. 

(6) Limitations on members’ borrowing rights. Finally, bor- 
rowing rights may be somehow related to lending obligations as 
in the case of the EPU or the IMF or they may be indefinite, as 
in the case of the BIS or of Triffin’s New Model Fund. The 
second system obviously permits greater flexibility in lending 
policy and greater power of redistributing liquidity as between 
countries. On the other hand, it is difficult to combine with any 
degree of automaticity of borrowing. 


RESPECTIVE MERITS OF EXCHANGE FUNDS AND DEposir BANKS 


All in all, it appears clear that an institution of the deposit 
bank type envisaged by Triffin could expand the amount of 
unconditional liquidity or reserves to almost any extent given 
the amount of monetary gold in the world, provided only that 
countries are willing to increase the proportion of their reserves 
which they hold in the form of international bank deposits. 
Even an institution of the IMF type can do much more than is 
commonly realized to increase unconditional liquidity, by mak- 
ing access to its resources automatic not only for net creditors 
but to some extent for borrowers also. However, there are 
probably limits to what the IMF could achieve in this direction 
even if its quotas were raised indefinitely, unless its powers of 
investment were extended and unless it incurred liquid liabili- 
ties in forms that did not have to be cancelled out against its 
claims on the countries concerned. 

On the other hand an institution of the deposit bank type 
might find it difficult to extend an adequate amount of condi- 
tional liquidity in the form of borrowing facilities without ex- 
panding national reserves excessively. In the early postwar 











THE SUPPLY OF INTERNATIONAL LIQUIDITY 311 


years when the combination of inflationary pressures and wide- 
spread restrictions in the world created a need for conditional 
rather than unconditional liquidity it was natural that an in- 
stitution of the Fund type should have been set up. Today, on 
the other hand, when the disappearance of inflationary pres- 
sures makes it safer to expand reserves, while the weakness of 
the gold exchange standard threatens to bring reserves tumbling 
down, it is equally natural that the air should be thick with 
proposals for making over the Fund into something more 
closely resembling a deposit bank. 








INSTITUTIONAL AND PRACTICAL LIMITATIONS 
ON THE ACTIVITIES OF THE INTERNATIONAL 
MONETARY FUND 


Ervin P. Hexner' 


THE MONETARY CHARTER OF THE WoRLD 


HE Founding Fathers of the IMF worked at Bretton Woods, 

N. H., in an area of great intellectual and technical diffi- 
culty. They intended to draft an instrument containing the 
monetary charter of the world of the future. “We have had to 
perform at one and the same time the tasks appropriate to the 
economist, to the financier, to the politician, to the journalist, 
to the propagandist, to the lawyer, to the statesman—even, I 
think, to the prophet and to the soothsayer . . . I am certain 
that no similar conference within memory has achieved such a 
bulk of lucid, solid construction . . .” said the ailing and tired 
Lord Keynes at the Closing Plenary Session of the United Na- 
tions Monetary and Financial Conference on July 22, 1944.? 
The Articles of Agreement of the Fund listed the purposes of 
the contemplated institution, outlined its organizational ar- 
rangements, and specified its operational structure. 


SEVERAL INSTITUTIONAL ARRANGEMENTS DEVELOPED 
DIFFERENTLY FROM EXPECTATIONS 


The Fund has been operating with increasing vigor and suc- 
cess for over fifteen years. It might be most interesting to ana- 
lyze with the wisdom of hindsight its over-all performance and 
within its framework the performance of the individual insti- 
tutional arrangements, especially to review which of the Bretton 
Woods arrangements and concepts developed in accordance 
with the expectations of the Founding Fathers and which of 
them needed adaptation, fundamental or less profound. Such 

*A lecture delivered before the International Trade seminar at the Graduate 
School of Public Administration, Harvard University on March 20, 1961. The 
text has been slightly edited and a few references included in form of footnotes. 

* Proceeding and Documents of United Nations Monetary and Financial Con- 


ference, Department of State publication 2866, Washington, D. C., 1948, Vol. II, 
pp. 1240-41. 
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an analysis would far transcend the scope of my subject. It may 
be useful, however, to list for the purpose of this discussion a 
few significant Fund arrangements which appear to have de- 
veloped differently from what was expected by both the drafters 
of the Bretton Woods scheme and the governments of the orig- 
inal members which have accepted the Fund Agreement. Such 
examples are the par value system, the regime of fixed exchange 
rates, gold pricing and prices, the provisions under which, and 
forms in which, the Fund's resources are made available, the 
repurchase system, the investment of the Fund's resources, and 
restrictive arrangements of the postwar transitional period. 
Needless to say, the adaptation of Fund practices to changing 
circumstances were brought about, mostly informally, with the 
open or tacit consent of the member countries. Even the execu- 
tive authorities of the Fund were sometimes unaware of the 
birth of new patterns in their operational structure when decid- 
ing on an individual deviation from a general practice. One ex- 
ample may suffice to illustrate the manner in which new mech- 
anisms developed. In June 1952, the Fund engaged in an 
unusual financial transaction with Belgium, fundamentally 
differing from the customary techniques in the use of the Fund’s 
resources. The Fund adopted the proposal to put a revolving 
amount of foreign exchange at the disposal of Belgium during 
a period of five years. During that period Belgium was supposed 
to make certain credits available to EPU. The original transac- 
tion did not consist of an actual purchase of foreign exchange by 
Belgium (as provided for in the Fund Agreement), but of open- 
ing a line of credit in U.S. Dollars. The main purpose of the 
Fund’s unusual assistance was to facilitate the solution of certain 
internal problems within EPU. At the time of discussing and de- 
ciding on the Belgian request no one in the Fund thought that 
an important new pattern for the use of the Fund’s resources 
had been established. When it was recognized a few months 
later that other members might usefully apply this mechanism, 
a “general policy on stand-by arrangements” was tentatively 
adopted by the Fund’s Executive Board in October 1952. In 
December 1953, the stand-by agreement pattern was revised 
and incorporated as an integral part of the Fund’s financial 
policy. 
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No ForMAL AMENDMENT TO FUND AGREEMENT 
ADVANCED UNTIL 1957 


Numerous proposals were advanced inside and outside of the 
Fund during its fifteen years’ existence to adapt its machinery 
and resources to the rapidly changing circumstances and ideas 
in monetary developments. The proposals were frequently ac- 
companied by more or less critical comments on the Fund's 
actual performance or nonperformance. However, very few of 
these suggestions recommended a fundamental review of the 
Fund's organic structure and very few of them seriously pressed 
for the formal amendment of the Fund’s basic instrument. Most 
people studying Fund affairs were aware of the many justifiable 
and unjustifiable inhibitions in regard to formal amendments 
of the Fund Agreement. 


CENTER OF NEW PROPOSALS: WoRLD-WIDE RESERVE ASSETS 


Since 1957, a considerable number of suggestions on Fund re- 
form dealt with the extent of its concern or responsibility in 
the area of controlling world-wide liquidity. Several of them 
proposed the transformation of the Fund into a global central 
bank along the lines of the Keynesian Clearing Union. Other 
proposals were suggested to expand the Fund’s resources within 
the framework of its present organization without amending 
the Fund Agreement. More or less influenced by these pro- 
posals, the Fund’s Board of Governors adopted in its New Delhi 
meeting (October 1958) a resolution requesting its Executive 
Board to consider the enlarging of the Fund’s resources through 
a general expansion of quotas. Accordingly, a comprehensive re- 
port of the Executive Board advised a considerable increase of 
the Fund’s quota-subscriptions because “experience has shown 
that the granting of financial assistance tends to be concentrated 
in certain periods characterized by exceptional strains in the 
world’s monetary system.’’* Member countries followed the ad- 
vice and increased their quota subscriptions considerably in 
1959-60. In addition, the Fund’s convertible resources were no- 
tably enlarged by a large number of important currencies be- 


* IMF, Enlargement of Fund Resources Through Increase in Quotas, Washing- 
ton, D. C., 1958, p. 2. 
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coming first externally, later also formally convertible. A num- 
ber of experts thought one or two years ago that the Fund’s 
resources were adequate to render effective assistance, even in 
situations of exceptional strain, and that no further measures 
were necessary to increase the Fund’s liquidity. They empha- 
sized that foreign payments are two sided affairs and the balance 
of payments deficit of one country constitutes surpluses in the 
balance of payments of other nations. 


SWITCH FROM DOLLAR SHORTAGE TO DOLLAR GLUT 


The switch from the dollar shortage to the dollar glut in 
1957-58, the growing concern about the deficit in the American 
balance of payments, and the gold outflow from the United 
States, brought about a new wave of suggestions about the 
Fund's responsibility in regard to the adequacy and structure 
of international reserve assets. Concern was voiced in many 
circles about the possibility that fluctuations occurring in the 
economy of certain regions might spread from one country to 
another for lack of international liquidity. President Kennedy, 
in his Message to Congress, “On Balance of Payments and 
Gold” of February 6, 1961, suggested in that connection not 
only that the U.S. make use of its drawing rights in the Fund 
if and when appropriate, but ordered a study on the effective- 
ness of the present operational arrangements of the Fund with 
a view to strengthening that machinery. The Message says: 


Increasing international monetary reserves will be required to sup- 
port the ever-growing volume of trade, services and capital move- 
ments among the countries of the free world. . . . We must now, in 
cooperation with other lending countries, begin to consider ways 
in which international monetary institutions—especially the Inter- 
national Monetary Fund—can be strengthened and more effectively 
utilized, both in furnishing needed increases in reserves, and in 
providing the flexibility required to support a healthy and growing 
world economy. I am therefore directing that studies to this end be 
initiated promptly by the Secretary of the Treasury. 


This was the first official statement on the part of the United 
States envisaging, at least by implication, a possible amendment 
of the Fund Agreement or at least a fundamental review of 
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Fund policies. The strong reaction of well informed British 
circles to the possible Fund reform, and the reason for not ad- 
vancing radical proposals before, may be inferred from the fol- 
lowing emphatic statement in the London Economist: 


. one of the difficulties about IMF drawing rights is that they 
have tended to be used purely as a last line of reserve, to be drawn 
only by countries that have fallen into an exchange crisis. Mr. 
Selwyn Lloyd has said that in the future Britain will not hesitate to 
ask for stand-by facilities as soon as it needs them, and on Monday 
President Kennedy said that the U.S. would do the same. . . 


This problem of inadequate liquidity is a persistent one for the 
postwar world. ... Any trained economist with ten minutes to 
spare can work out some other variant of the same general ilk. But 
until now the attitude of the British Government has been that, as 
the previous American administration would not accept any radical 
change, it was better to increase world liquidity gradually and by 
stealth; after having been rebuffed when they have sought new 
systems of world liquidity before. . . . The most radical scheme 
that the Americans (and the Germans) can conceivably be induced 
to accept would without doubt be the most advantageous scheme 
now for Britain, for America, for the underdeveloped countries and 
for all free mankind.‘ 


It may be that British circles underrated the resistance to 
Fund reforms requiring amendment of the Fund Agreement 
inside and outside the Fund. However, the controversy on the 
review of the Fund scheme continues. 


EXTENT OF FUND RESPONSIBILITY FOR INTERNATIONAL LIQUIDITY 


It seems useful to emphasize in any discussion cf world 
liquidity that the Fund scheme does not contain any explicit 
indication on the desirable over-all level of world reserves, nor 
on their structure or distribution. Nor does it contain express 
provisions concerning members’ obligations to accumulate or 
disburse national reserve assets. No explicit provision is con- 
tained in the Fund Agreement as to the Fund's responsibility 
of ensuring that the global amount, structure, and distribution 
of world reserve assets (national reserves, stabilization arrange- 
ments with an effect equivalent to reserves, and common re- 


* The Economist, February 11, 1961, p. 534-35. 
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serves administered by monetary organizations) will be contin- 
uously kept in an optimal position. There is no express authority 
accorded to the Fund to establish binding criteria as to the 
optimal level, distribution and structure of world-wide reserves. 
One does not need to investigate whether the Fund’s full or 
partial responsibility for an optimal status of world-wide re- 
serve assets could be derived by implication from the provisions 
of the Fund scheme. It may be safely stated, however, that gen- 
eral agreement exists that international liquidity does consti- 
tute a primary concern of the Fund. One may also state, without 
risking much opposition, that the use of the Fund’s resources 
for the purpose of influencing the level, structure and distribu- 
tion of international liquidity in a desirable direction is not in- 
consistent with the general purposes of the Fund Agreement. 
Certain operative provisions of the Fund Agreement do not 
favor use of the Fund's resources for financing all capital move- 
ments. The texts of the provisions dealing with capital transfers 
are not well coordinated from the aspect of legislative and mon- 
etary technique. Their narrow and literal interpretation would 
counteract the use of the Fund’s resources for the same broad 
purposes as national reserves are used. According to new con- 
ceptions, the Fund’s resources should be made available, in 
principle, for all reasonable foreign payments. Certain adapta- 
tions in Fund policies and interpretations may be necessary to 
make this important aspect clear or more clear. From a formal 
point of view the use of the Fund’s resources is still governed 
by a 1946 interpretation of the Executive Board which was 
made upon American request and reads: 


The Executive Directors of the International Monetary Fund in- 
terpret the Articles of Agreement to mean that authority to use the 
resources of the Fund is limited to use in accordance with its pur- 
poses to give temporary assistance in financing balance of payments 
deficits on current account for monetary stabilization operations. 
(Emphasis supplied) 


Although in the process of time rapidly decreasing attention 
was paid by the Fund to this interpretation, all Fund reformers, 
moderates, and radicals alike expect that the Fund will elim- 
inate from its code the interpretative decision by which the use 
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of its resources is limited to “financing balance of payment def- 
icits on current account” only. To be sure, the United States 
has, as a rule, a considerable surplus on current account. Since 
the Fund decision of 1946, by which the use of the Fund’s re- 
sources was narrowly interpreted, was issued upon request of 
the United States, it may be assumed that the U.S. will welcome 
a review of the just quoted interpretive decision issued in re- 
sponse to the Bretton Woods legislation which served as a basis 
for the restrictive interpretation.® 


FuNp REFORMS SHOULD Move WITHIN CERTAIN LIMITATIONS 

The purview of my present discussion of the liquidity prob- 
lem is narrow and somewhat negativistic in scope. I would like 
to indicate a few institutional and practical limitations which 
might be usefully heeded by reformers of the Fund. These lim- 
itations are (a) national sovereignty barriers, (b) limitations on 
the range of Fund operations stipulated in the Fund’s basic in- 
strument, (c) inherent limitations on the decision-making po- 
tential of the Executive Board, and (d) practical frontiers of the 
decision-implementing potential of member governments. A 
survey in a telegraphic style of the principal approaches to 
Fund reform might usefully precede the consideration of these 
four “‘limitations.” 


SURVEY OF REFORM PROPOSALS 


Present approaches to a Fund reform may be conveniently 
classified in three groups—(a) those of the official reformers (i.e., 
the Fund itself and its officials), (b) those of the Bernstein 
group, and (c) those of the Triffin group. A few items of the 
reform proposals are enumerated below. The points are arbi- 
trarily selected to illustrate the arguments of this discussion, no 
attempt is made here to outline the substance of the individual 
proposals. The “official proposals” and the principal proposals 
of Bernstein do not necessitate large-scale amendments of the 
Fund Agreement, nor do they involve fundamental changes in 
Fund operations. Both groups of proposals assume that “key 
currencies” will continue to play an important role in the 
mechanism of international payments. The Triffin proposals 


*See U.S. Bretton Woods Agreements Act, 1945, Section 13 (22 U.S.C. 286)). 
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contain an initial plan which—in his view—could be put into 
effect (after re-interpreting certain provisions of the Agreement) 
immediately. However, the complete Triffin plan admittedly 
involves a complete change in the organization and operation 
of the Fund. Also, the extended Bernstein plan involves im- 
portant organizational and operational adjustments. The “offi- 
cial plans” and the Bernstein reforms do not suggest endowing 
the Fund itself with authority to enlarge and contract the over- 
all supply of reserve assets (by the Fund’s directly creating and 
destroying credit money). Both these plans envisage advance 
arrangements with individual members by which reserve assets 
in members’ currencies are put at the disposal of the Fund 
upon its initiative, in case such additional assets would (in the 
opinion of the Fund) usefully supplement its own resources. 
The Triffin plans confer upon the Fund itself principal respon- 
sibility for determining, adjusting and distributing the world- 
wide over-all supply of reserve assets in accordance with chang- 
ing circumstances. The “official plans” and the Bernstein reforms 
leave the present subscription quota mechanism of and 
the present power equilibrium within the Fund intact. The 
Triffin plans eliminate the present subscription quota system 
and involve entirely new equilibrium positions in the alloca- 
tion of power within the Fund. All three groups of proposals 
assume that institutionalized and ad hoc co-operation of central 
banks will supplement Fund arrangements. 


OFFICIAL PROPOSALS 


The Fund’s final position on the liquidity proposals is now 
being crystallized and polished. No doubt the major govern- 
ments, especially those of the United States and the United 
Kingdom, will have a decisive influence on it. Although no offi- 
cial information was issued on the Fund's studies and ap- 
proaches, certain preliminary conclusions can be derived from 
published documents and statements of its officials. These con- 
clusions are: 

*See Annual Report for 1960, p. 66-67, Oscar L. Altman’s memorandum of 
October 17, 1960, discussing Triffin’s proposal; and Per Jacobsson's letter to 
Senator Douglas, reproduced in Current Economic Situation and Short Run Out- 


look, Hearings on December 7 and 8, 1961, Joint Economic Committee of the 
U.S. Congress, Washington, D. C., 1961, pp. 172-175ff. 
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(a) No measures affecting the positions of the U.S. Dollar and the 
Sterling as reserve currencies and the position of New York and 
London as reserve centers will be suggested. 
(b) The United States and the United Kingdom (and other member 
countries) are to be encouraged to use the Fund's resources as part 
of their primary official reserves. Such encouragement implies 
certain changes in Fund policies and a review and supplementation 
of various interpretative decisions on which Fund policies have been 
based. As a minimum the following interpretations may be ex- 
pected in this connection: 
(i) fundamental review, and practical abandonment of the Fund's 
interpretation of September 26, 1946, limiting the use of the 
Fund's resources to “financing balance of payments deficits on 
current account.” 
(ii) liberalization through explanatory interpretation of that pro- 
vision of the Agreement which requires members to supply 
exactly at the time of drawing the specific currency which is 
needed for making international payments. (Article V, Section 
3 (a) (i).) Under circumstances of widespread convertibility the 
exact specification of the needed currency seems to be an anach- 
ronism. 
(iii) liberalization through explanatory interpretation of the 
provision of the Agreement precluding “‘to make net use of the 
Fund’s resources to meet a large and sustained outflow of capital.” 
(Article VI, Section 1 (a).) The purpose of the clarification should 
be that only those capital movements which clearly undermine 
the external financial position of the member be prevented on 
this basis. 
(c) The Fund’s gold and exchange resources are intended to con- 
stitute an integral sector of the over-all reserve assets of the world 
along with national reserves which constitute the second integral 
sector. Because of their revolving character, the Fund's assets add 
more to world liquidity than national reserves. The Fund’s present 
resources (of which 21% billion are in gold and over 7 billion in 
convertible currencies), together with national reserves, are regarded 
sufficient for financing world trade and assisting in those fluctua- 
tions which are not excessive. 


(d) There might arise extraordinary situations in which the Fund 
might wish to increase temporarily its exchange resources without 
resorting to an increase of subscription quotas. A provision of the 
Fund Agreement dealing with the replenishment of the Fund's 
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holdings of scarce currencies will be applied for that purpose.? 
Stand-by arrangements will be concluded with the main industrial 
countries enabling the Fund to draw on their currencies in case of 
need.§ The necessity of replenishing the Fund's holdings of certain 
currencies may occur apart from emergency situations. Recent or 
expected drawings of German Marks may make such replenishment 
necessary, for example. 

(e) No change will be made in arrangements whose very specific 
and limited scope is the investment of Fund resources in U.S. se- 
curities. 


PROPOSALS OF E. M. BERNSTEIN 


The Bernstein plans are contained in his study for the Joint 
Economic Committee and in his paper presented at the Meet- 
ing of the American Economic Association, Christmas 1960.° 
Proposals presented to the Fund in 1957, 1958 and 1961 by Pro- 
fessor Xenophon Zolotas are closely related to the principal pro- 
posal of Bernstein.’ With resources available from the Fund, 
the world level of reserves is adequate at present, according to 
Bernstein. His main concern is the long-run inadequacy of pres- 
ent international monetary arrangements which are anchored 
on the dollar and sterling. Bernstein’s proposals imply in one 
form or another all items specified under (a)-(e) of the “official 
plans.” The proposals are intended to improve the short- and 
long-term payment position of the U.S. and of the world-wide 
liquidity mechanism in order to accommodate both a growing 
volume of trade and excessive fluctuations in external pay- 
ments. They include the following: 


"Measures to replenish the Fund’s holding of scarce currencies. The Fund 
may .. . propose to the member that, on terms and conditions agreed between 
the Fund and the member, the latter lend its currency to the Fund or that, with 
the approval of the member, the Fund borrow such currency from some other 
source either within or outside the territories of the member, but no member 
shall be under any obligation to make such loans to the Fund or to approve the 
borrowing of its currency by the Fund from any other source. (Article VII, Sec- 
tion 2 (i).) 

*Such Agreement with the United States will be subject to Congressional ap- 
proval (Bretton Woods Agreements Act, 1945, Section 5, 22 U.S.C. 286C). 

* International Effects of U.S. Economic Policy, Study Paper No. 16, Washing- 
ton, D. C., 1960, p. 76ff; and “The Adequacy of the U.S. Reserves,” American 
Economic Review, May 1961, pp. 439-466. 

* Summary Proceedings of the Board of Governors Meeting, 1957 (p. 42) and 
1958 (p. 91). A new summary of the Zolotas proposals are published in a mimeo- 
graphed document of February 9, 1961, addressed to Per Jacobsson. 
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(a) The U.S. should not permit a substantial increase in foreign- 
held dollar balances unless it is matched by an equal increase of 
U.S. gold reserves. 


(b) Apart from the operation of the Reserve Settlement Account 
(discussed below), the Fund should permit without question (es- 
pecially to reserve center countries) drawings up to 200 per cent of 
their quota, provided they are requested in units of approximately 
25% per annum. Members should be able to integrate for all prac- 
tical purposes drawing rights in their working reserves." 


(c) Fund quotas should be increased from time to time. 


(d) The U.S. and the U.K. should continue to serve as “Reserve 
Center Countries.” 


(e) The Fund should protect reserve center countries from dis- 
turbances arising from a possible large-scale flight from dollars or 
sterlings into gold. A reserve center country which is under pressure 
should be able to make practical use of the provision of the Fund 
Agreement enabling the reserve center to repurchase its own cur- 
rency from the country wishing conversion (of the reserve center 
country’s currency) into gold.!? Instead of converting its currency 
into gold, the reserve center country would convert it into the cur- 
rency of the country requesting the conversion. The reserve center 
country could acquire the foreign exchange needed for the settle- 
ment of such transaction by purchase from the Fund. For example, 
if Belgium would present to the U.S. (under conditions of extraor- 
dinary strain) 20 million U.S. Dollars for conversion into gold, 
the U.S. (instead of converting it into gold) would offer to Belgium 
(in pursuance of Article VIII, Section 4) conversion of the 20 million 
U.S. Dollars into one billion Belgian Francs. Upon request, the 
Belgian Francs would be sold by the Fund to the U.S. This avenue 
of settlement would be based on a generally adopted advance ar- 
rangement within the Fund and applied only as an emergency 


™ Bernstein emphasizes the necessity of a clarification (or amendment) of 
those provisions of the Agreement which limit the use of the Fund’s resources in 
regard to financing capital movements. 

 Convertibility for foreign-held balances. (a) Each member shall buy balances 
of its currency held by another member if the latter, in requesting the purchase, 
represents—(i) that the balances to be bought have been recently acquired as a 
result of current transactions; or (ii) that their conversion is needed for making 
payments for current transactions. The buying member shall have the option to 
pay either in the currency of the member making the request or in gold. (b) 
The obligation in (a) above shall not apply . . . when the member requested to 
make the purchase is for any reason not entitled to buy currencies of other 
members from the Fund for its own currency. (Article VIII, Section 4.) 
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measure to relieve a temporary pressure. Therefore, it should not 
be regarded as involving a substantive departure from the general 
policy of the U.S. of settling international obligations (upon re- 
quest of foreign monetary authorities) through gold transactions. 
In order to avoid extraordinary situations in which the Fund's 
exchange resources would not be sufficient to supply needed ex- 
change, the Fund will arrange for additional stand-by resources. It 
will agree, in advance, with major industrial countries to lend to 
the Fund their currencies upon demand up to a specified amount 
against the Fund’s notes. The Fund would borrow on the basis of 
these stand-by arrangements presumably from surplus countries. A 
country lending its currency to the Fund would be authorized to 
present the Fund’s note for redemption (before its expiration) if it 
needs currencies of other countries to relieve pressure on its own 
currency. 


(f) The usefulness (not the absolute necessity) of a subsidiary in- 
stitution—Reserve Settlement Account—for conducting the extraor- 
dinary transactions of borrowing and lending, is envisaged by 
Bernstein. If such an institution existed (based on a separate agree- 
ment—but managed by the Fund) the Fund would not need to 
borrow currency from its members on the basis of Article VII, 
Section 2(i). This institution could provide, without limitation, 
resources to be used for financing capital movements. The trans- 
actions on this account would not be bound by Fund quotas nor 
by other terms applying to Fund transactions. The Reserve Settle- 
ment Account could undertake various gold transactions and serve 
as a means through which reserve settlements are made, especially 
by large trading countries, without actual transfers of gold. 


The Bernstein proposals would certainly require consider- 
able adaptations in Fund policies. The broader proposals would 
require a separate international agreement of Fund members 
and possibly an amendment of the Fund Agreement co-ordinat- 
ing the Fund Agreement with the Reserve Settlement Account 
scheme. 


‘TRIFFIN’S PROPOSALS 
Triffin’s book, Gold and the Dollar Crisis, contains his main 
proposals. His study is commented on in Oscar Altman’s fre- 


quently quoted memorandum."* Additional material, includ- 
ing suggestions concerning “initial steps” which could be put 


* See footnote 6. 
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into effect without delay, are contained in Triffin’s “Rebuttal” 
of Altman’s arguments and in a recent study published in a 
quarterly review issued by a private banking firm.’* A number 
of other suggestions proposing the transformation of the Fund 
into a global central bank may be broadly associated with those 
of Triffin, though these other proposals differ from those of 
Triffin in significant details.1> According to Triffin: 


(a) The world’s monetary reserves are not inadequate at present. 
Their structure and distribution is, however, highly undesirable. 
The future liquidity position of the world (and specifically that of 
the U.S. and the U.K.) may involve considerable dangers. The 
principle of keeping monetary reserves in the form of (national) for- 
eign exchange is “irrational.” The building-up of reserves in the 
form of foreign exchange involves the making of loans from (fre- 
quently very poor) depositor countries to rich banker countries. 


(b) Responsibility for a satisfactory volume, structure and distribu- 
tion (including creation and destruction) of international reserves 
and connected policies should rest with the Fund. The Fund would 
be in the international field a lender of last resort. The Fund’s 
activities in the field of exchange rates, restrictive practices and 
other stabilization operations shall remain unaffected. 


(c) Capital subscriptions in gold and the members’ own currencies 
(subscription quotas) are to be abolished. It is not known what kind 
of power equilibrium would prevail under the Triffin system in the 
new Fund. Decentralization of the Fund’s executive machinery is 


“See Current Economic Situation and Short Term Outlook, Joint Economic 
Committee, p. 208ff; and “The International Monetary Crisis: Diagnosis, Pallia- 
tives, and Solutions,” Model, Roland & Stone, Quarterly Review and Investment 
Survey, First Quarter, 1961. This Triffin study contains critical comments on the 
Bernstein proposals (p. 4-5). 

* See e.g., Sir Oliver Frank’s suggestion that Fund members should deposit in 
the fund part of their gold and foreign exchange reserves. They would settle 
their international accounts by means of drafts on their balances with the Fund, 
The Fund would be authorized to create liquidity in excess of its gold and ex- 
change holdings (The Economist, January 25, 1958, pp. 330-331 and 350-353). 
Maxwell Stamp would accept Oliver Frank’s proposal; however, he prefers 
an alternative plan by which members would themselves administer their 
national reserves. They would agree to accept the Fund’s certificates of indebt- 
edness in settlement of international accounts. Stamp realizes that either of these 
proposals would require a major change in the Fund Agreement. (Lloyd’s Bank 
Review, October 1958, p. 13ff). The Radcliff Committee refers to A. C. L. Day’s 
proposals concerning “reconstitution” of the Fund (par. 660 on p. 241) and ad- 
vances rather cautiously suggestions of its own. Committee on the Working of 
the Monetary System, Report, Cmd. 827, par. 675-80, pp. 246-250. See also the 
very interesting compromise suggestion of F. W. Paish in his review of Triffin’s 
book. Gold and the Dollar Crisis, Economic Journal, March 1961, p. 144. 
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frequently emphasized in his studies. That is why his reforms 
“should be implemented not only through a reform of the IMF 
itself, but should be inserted in part within the framework of exist- 
ing and future regional organizations . . .” suggested Triffin. The 
problem of power equilibrium between the Fund and regional 
monetary organizations, and the co-ordination of functions and 
policies between the Fund and regional organizations is left for 
future discussions. 


(d) The Fund would be the depository for a fixed proportion of the 
monetary reserves of its members. “Ideally, individual countries 
should cease to use national currencies as international reserves 

" writes Triffin. Minimum deposit requirements (e.g., 20% of 
the national reserves or more, or less) would be determined by the 
Fund. Members may deposit additional amounts voluntarily. These 
deposits would be automatically adjusted to the fluctuations in the 
national reserve position of each member. Members would receive 
interest from the Fund for their deposited excess reserves. The 
interest rate would depend on the Fund’s general revenues. The 
Fund would guarantee the exchange rate of foreign exchange de- 
posits. A member could withdraw in the form of gold the equivalent 
of its excess reserves, unless the Fund determines otherwise. 


(e) The Fund will periodically determine its over-all lending ca- 
pacity and its investment potential in accordance with its estimates 
of liquidity requirements. Triffin agrees with Altman that it is 
not practicable to determine in advance the desirable ratio of 
world reserves to the growing volume of world trade on the basis 
of a simple formula (e.g., 3% annual increase). 


(f) A member may obtain upon its initiative “loans” from the 
Fund. The Fund may make, upon its own initiative, short- and 
long-term investments in the territories of members and (presuma- 
bly) nonmembers with their consent. The particular amounts of 
loans will be divorced from what Triffin terms “artificial and 
arbitrary regimentation by quotas.” 


(g) Triffin suggests certain initia] policies which the Fund could 
put into effect on the basis of new “interpretations” without formally 
amending its basic instrument. It should accept, in accordance with 
such interpretations, reserve deposits (in convertible foreign cur- 
rencies) supplied voluntarily by its members. They would carry an 
exchange guarantee and earn interest to the depositors. The volun- 
tary deposits would be freely usable for purchasing from the Fund 
an equivalent amount of foreign currencies needed by the depositor 
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for settling its international accounts. “This simple and immedi- 
ately feasible measure,” writes Triffin, “might thus suffice to head 
off the crisis that could otherwise ensue from panicky conversions 
of dollar and sterling balances into gold.”* The reason for suggesting 
these provisional measures is the recognition by Triffin that some 
time is required before his comprehensive proposals can be fully 
“understood, appraised and negotiated” by national monetary 
authorities.1* 


NATIONAL SOVEREIGNTY BARRIERS 


Among the limitations which old and new monetary pro- 
posals must take into account, those safeguarding national sov- 
ereignties are, at least at first sight, the most delicate. National 
governments agree that their Fund membership involves con- 
siderable limitations on their freedom of action in the mone- 
tary field proper and in areas influenced by external financial 
policies. These limitations affect somewhat differently large 
countries with a complex and developed monetary system than 
nations with a less developed monetary structure. However, 
large and small countries are equally sensitive to such limita- 
tions, although according to experience, informal co-operation 
among central banks on very delicate subjects has been tradi- 
tionally better and easier than intergovernmental co-operation 
in non-monetary areas. One may safely state that, except for the 
World Bank and its affiliates, no world-wide public interna- 
tional institution experienced so few difficulties from jurisic- 
tional conflicts between itself and national agencies as the Fund. 
This most desirable result may be partly attributed to the tacti- 
cal prowess of the administrative, and the strategic prowess and 
intelligent flexibility of the executive arm of the Fund ma- 
chinery. The fact has contributed to this favorable situation 
that the sphere of international control was delineated with 
wisdom and restraint at Bretton Woods, although at that time 
the penetration of national sovereignty barriers by the new 
arrangements seemed revolutionary, indeed. The adaptation of 
traditional sovereignty concepts to new forms of international 


See Current Economic Situation and Short Term Outlook, p. 215; and Model, 
Roland & Stone, Quarterly Review and Investment Survey, First Quarter, 1961, 
p. 6. —_ 

% Current Economic Situation and Short Term Outlook, p. 215. 
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relations is progressing fast. It would be unrealistic to state, how- 
ever, that the new developments and concepts have been fully 
absorbed in all member countries even to the extent as con- 
tained in the Fund Agreement. One or two examples may be 
mentioned here. Although Canada prominently participated in 
the establishment of the Fund, many Canadians accept only 
with great reluctance their exchange systems being subject to 
international scrutiny. An industrialist in Toronto, and even 
an experienced statesman in Ottawa might find it (after Can- 
ada’s adherence to the Fund for over 15 years) unreasonable to 
discuss on the basis of international regulations whether the 
Canadian fluctuating rate system is consistent with interna- 
tional monetary standards. Indonesian and Cuban monetary au- 
thorities may find it “unreasonable” that their restrictions on 
current payments are subject to Fund approval, although the 
Fund deals most leniently with restrictions imposed for reasons 
of national defense. The requirement of prior consultation with 
the Fund on the recent revaluation of the German and Nether- 
land currencies presumably raised difficult technical and psycho- 
logical problems and made people aware that sensitive frontiers 
of traditional monetary sovereignty are involved in an effective 
international monetary administration. These arguments and 
examples are mentioned here to bring to the readers’ attention 
both the progress made in the last 15 years in world-wide mone- 
tary co-operation, and the limitations, psychological, political 
and technical to which such progress is subject. These problems 
were in the forefront of discussions when the Fund was planned. 
To be sure, one of the reasons why the International Clearing 
Union of Keynes met strong opposition, especially in the United 
States, was its organizational structure as a supranational 
agency, the “impersonal” nature of its resources, and its power 
to create liquidity without giving sufficient influence to the 
(then) creditor countries to restrict effectively the use of the 
Clearing Union’s lending facilities for financing inflationary ven- 
tures over the world. “The core of the problem lies, therefore,” 
writes Triffin in commenting upon the Clearing Union scheme, 
“in the voting procedures of the Union, and in the loss of sov- 
ereignty which they may involve. . . . Various safeguards might 
conceivably be set up and allay the creditor’s legitimate fears 
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in this respect. Those provided in the Keynes Plan, however, 
were totally inadequate, and little ingenuity was shown by any 
of its negotiators in devising better ones.’’!* As mentioned before, 
those sectors of the Triffin plan which are to deal with voting 
procedures in the Fund and the power equilibrium in it have 
not yet been published. It is, therefore, not possible to discuss 
his safeguards against inflationary rather than mere expansion- 
ist tendencies of the reformed Fund. Keynes characterized his 
plan in a brief sentence as follows—‘‘We have here a genuine 
organ of truly international government.”’® Triffin’s comments 
on this statement were: 


The last words of this quotation [presumably about international 
government] reflect the only valid objection to the whole argu- 
mentation of Keynes. The objection is political, not economic, in 
nature. From a narrowly economic point of view, Keynes is perfectly 
correct.?° 


Triffin and others suggesting radical reforms in the interna- 
tional monetary field recognize that significant changes in na- 
tional political thought (and perhaps in national constitutional 
developments) must accompany (or precede) the putting into 
effect of the proposals. Triffin suggests that those sectors of the 
reform which cannot be accomplished by the Fund on a world- 
wide scale may prove achievable on a regional scale. Since, how- 
ever, the setting of substantive standards for the operation of 
the regional organizations and exercising over-all control and 
co-ordination over them would have to be within the purview 
of the reorganized Fund, a considerable portion of the political 
(sovereignty) issues would not be avoided even if regional mon- 
etary agencies exercise important functions. Triffin’s regional 
concepts relate mainly to the Atlantic Community. This ap- 
proach is well understandable if it is taken into account that 
many smaller countries show little interest today for the liquid- 
ity problem. It will be interesting to explore in connection with 
the new proposals whether creditor nations (and certain debtor 
nations) would accept (at this time) new limitations on their 

8 Triffin, Robert, Gold and the Dollar Crisis, pp. 92-93. 

%” Proceedings and Documents of the UN Monetary and Financial Conference, 


Volume II, p. 1571 (Section 40). 
™ Triffin, Robert, Gold and the Dollar Crisis, pp. 92-93. 
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monetary sovereignty, even if they were accorded strong voting 
power. Favorable developments in the sphere of world-wide po- 
litical co-operation of nations and general acceptance of na- 
tional monetary discipline may reduce the adverse effect of 
sensitive barriers in the sovereignty sphere. 


LIMITATIONS ON THE RANGE OF FUND OPERATIONS 
STIPULATED IN THE FUND AGREEMENT 


The “official” and Bernstein proposals, and Triffin’s “initial 
step” proposal suggest the actual or potential expansion of 
Fund operations. How do we know whether such expansion is 
consistent with the Fund scheme? This should be ascertainable 
by an examination of the intention of the nations which drew up 
the Fund Agreement. It would seem that the intention of the 
Founding Fathers is the prime and sole legitimate yardstick ac- 
cording to which the scope and range of transactions based on an 
international convention is to be determined. The amending pro- 
cedure of the Fund Agreement is designed to be the only proper 
mechanism to adapt the provisions of the Fund Agreement to 
changing circumstances. This has been the traditional view of 
people administering international affairs, lawyers and tech- 
nicians alike, before the advent of the modern international 
organization. Views based on that tradition are rapidly chang- 
ing, however. To be sure, the determination of the intention 
of a comprehensive convention, and of its individual provisions, 
is not easy when ideologies, motivations and interests of the 
parties drafting the document widely differ. This was much 
less the case in drafting the Bretton Woods agreements than in 
most other cases. Despite the short duration of the Conference, 
the motivations and purposes of national representatives be- 
came reasonably well clarified on most substantive questions. 
The intentions of the participating governments were partic- 
ularly articulate and uniform in regard to the necessity of strict 
limitations on the range of operations of the Fund. The Gov- 
ernments establishing the Fund wanted to settle clearly that 
such functions as the member states desired to confer upon the 
Fund are specified in the Agreement. So-called implied func- 
tions flow from the grant of expressed powers and they are lim- 
ited to those necessary to the exercise of powers expressly 
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granted. This intention found unusually clear expression in the 
following provision of the Agreement: 


Limitation on the Fund’s operations. Except as otherwise provided 
in this Agreement, operations on the account of the Fund shall be 
limited to transactions for the purpose of supplying a member, on 
the initiative of such member, with the currency of another member 
in exchange for gold or for the currency of the member desiring to 
make the purchase. (Article V, Section 2) 


It also found expression in a number of provisions of the 
Agreement defining Fund concepts (e.g., official gold prices, par 
values). This somewhat lengthy discussion seemed necessary to 
explain that according to the intention of the Founding Fathers, 
any financial operation on account of the Fund (i.e., in which 
the Fund engages) must be provided for in the Agreement. A 
strict application of the quoted provision of the Agreement 
would have precluded dynamic policies in regard to use of the 
Fund’s resources and an expansion of the Fund’s operations, 
and required basing the expansion on formal amendments. In 
view of existing difficulties of formally amending the Fund 
Agreement, the Executive Board, which is supposed to be the 
guardian of the constitution, embarked on an expansion of the 
range of Fund transactions and on bold adaptations of the 
Fund’s machinery to changing circumstances and conceptions. 
The far reaching interpretative powers of the Executive Board,” 
which includes authority to determine authoritatively the 
range of Fund transactions, has been used as an effective device 
for softening the rigidity of the conceptual framework set by the 
Founding Fathers. The Executive Board actually made wide 
use of its interpretative powers without feeling too much re- 
stricted by the here quoted provision of Article V, Section 2. 
Plenty of examples for dynamic interpretations involving the 
radical expansion of the Fund’s operations may be conveniently 
found in the Fund’s reports. The decisive yardstick in expanding 
the Fund’s functions seems to be whether a transaction serves 
the purposes of the Fund as the purposes are seen and inter- 
preted by the Executive Board. A newly developing “teleologi- 

“The provision that the Board of Governors may upon the proposal of a 


member country review the interpretative decisions of the Executive Board is not 
relevant from the aspect of this discussion. 
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cal” doctrine concerning the operation of modern international 
public organizations seems to support the Fund’s conception on 
the purpose and range of its interpretative powers. This doc- 
trine, sharply conflicting with the traditional conception, is not 
yet generally accepted and not yet fully incorporated in inter- 
national law and practice, but the trend of orientation—at 
least in the Fund and World Bank—seems to press strongly in 
that direction. According to the teleological doctrine, the 
functional range of public international organizations is to be 
determined from time to time by themselves in the light of the 
specified (or presumed) objectives of that institution. The prin- 
ciples of that “school,” on the basis of which an international 
public organization is rather free to adapt to changing circum- 
stances its operational scheme, are well summarized in a state- 
ment of the late Judge Alejandro Alvarez of the International 
Court of Justice: 


. an institution, once established, acquires a life of its own, 
independent of the elements which have given birth to it, and it 
must develop, not in accordance with the views of those who created 
it, but in accordance with the requirements of international life.?? 


Not for all, but for many practical purposes the somewhat old 
fashioned “‘Founding Fathers’ doctrine,” (or historical school of 
interpretation) which regards the intention of the drafters as 
the decisive standard of interpretation and application of a pro- 
vision, has been abandoned. The possibility of adapting the 
Fund Agreement through the amending procedure has been 
and (it seems) will be (tacitly) diregarded unjess large-scale or- 
ganizational changes are to be enacted. The informal consent 
of the member states to adjustment of Fund policies, finding 
expression in the interpretative decisions of the Executive 
Board, has been considered as a practical dynamic and effective 
source of authority for adjusting rigid Fund institutions to 
changing circumstances. According to these new forms of rea- 
soning, the actual practice of the Fund and the corresponding 
attitude of the member countries was considered, in effect, a 
reliable guide for ascertaining the dynamic meaning of the 

“Individual opinion of Judge Alvarez, attached to the Advisory Opinion of 


the Court on “Conditions of Admission of a State to Membership in the UN,” 
Reports of ithe 1.C.J., 1948, p. 68. 
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Fund Agreement and of the projected intentions of the Found- 
ing Fathers. Should one acquiesce in all normative implications 
of the actual policies and practices of the Fund? Should one 
judge on this basis that limitations as to the range and substance 
of operations, expressly stipulated in the Fund Agreement, 
which are inconsistent with actual policies of the Fund, are 
ineffective? Certainly not. However, the effectiveness of the 
limitations is to be judged on the basis of dynamic compromise 
solutions, greatly affected by power considerations, within the 
Fund. Thus, the limitations stipulated in the Fund Agreement 
are to be evaluated not only according to their linguistic mean- 
ing, but also in the light of national interests, and the peculiar 
traditions of the Fund. 


INHERENT LIMITATIONS ON THE DECISION-MAKING POTENTIAL 
OF THE FUND 


The area of co-operation among nations in monetary affairs 
is rapidly expanding. Only complications in the political sphere 
may temporarily obstruct that process. More and more subject 
matters of a monetary nature lend themselves each year to 
scrutiny and decision-making by an international agency of 
world-wide scope. Rapid progress is being made in the develop- 
ment of policies, procedures and techniques, within and outside 
the Fund, to influence and co-ordinate national practices in the 
monetary field. Opinions vary, of course, as to the individual 
subject matters and problems which, at a certain time (and in 
the projected near future), lend themselves to international co- 
ordination in the monetary area. Their range depends on the 
willingness of nations to agree on limitations, on their freedom 
of action, as discussed before, and on their ability to translate 
and transform international monetary policies into national 
action. One of the most crucial aspects of the new monetary 
proposals is the question whether it may be reasonably expected 
that the Executive Board of the Fund will be able to decide in 
time on those policies and individual actions which are essen- 
tially connected with the effectuation of the new proposals. Ex- 
perience has shown that most of the executive directors of the 
Fund are intellectually and technically qualified to conduct the 
affairs of the Fund, and that most member-nations are loyally 
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co-operating with the Fund. The Executive Board is the pivotal 
point of the Fund's operations. A unique and most effective 
network of lines of communication exist between the Fund and 
its member-states through the executive directors.* It may be 
assumed that not only the five appointed executive directors 
but also the thirteen elected directors are in a position to speak 
on behalf of “their principals.”” The decision-making potential 
of the Executive Board is much strengthened 


(a) by an effective operating structure of the Fund and a fair in- 
ternal cohesion within the Board. A good working relation devel- 
oped in the process of time in the Board by which individual ex- 
ecutive directors of quite different opinions are likely to show 
understanding and respect toward positions with which they dis- 
agree. The rules of the game require that an executive director 
avoid open partiality. One may state that, at present, the esprit de 
corps displayed by the Executive Board is not rivaled by any other 
formally organized intergovernmental body determining global pol- 
icies; 

(b) by good staff preparation of the material presented to the Board; 
(c) by an impartial and expert chairman; 


(d) by a gradually improving working relation between the major 
member-countries; 


(e) by the concentration of policy determining, decision making, 
interpretative, administrative and budgetary powers in one, rela- 
tively small, body; 


(f) by the centralization of Fund affairs in Washington. 


The decision-making potential of the Executive Board is ad- 
versely affected 


(a) by widely heterogeneous economic interests and great differences 
in national monetary positions, and consequently differences in 
approach to specific Fund policies; 


(b) by possible inaction (or relatively slow action of individual 
executive board members, or individual nations) which may tem- 
porarily or completely block decisions; 


* The Board of Governors is on paper the most powerful agency of the Fund. 
Almost all of its powers have been delegated to the Executive Board. 
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(c) by tensions in the political sphere; 
(d) by widely differing backgrounds of executive directors. 


All reform proposals will impose new strain on the operation 
of the Executive Board; all will raise delicate problems in re- 
gard to new policies and interpretations. Policies and decisions 
of far reaching importance involved in the Triffin plan (e.g., 
percentage by which the over-all resources of the Fund should 
be expanded, investment policies, limitations on gold drawings) 
will have to be decided first by the monetary authorities of in- 
dividual members (in Washington, D. C., London, Paris, Bonn, 
New Delhi, The Hague) and conveyed for action to the in- 
dividual executive directors. It is a well known experience, for 
example, that co-operation among the executive directors of 
the U.S., U.K., Japan, Germany, France and India actually 
depends on cooperation of the respective central banks and na- 
tional treasuries. Small misunderstandings among major na- 
tional treasuries may adversely effect relations within the Exec- 
utive Board. When governments decide on the adoption of the 
new proposals their decision will be greatly influenced by their 
assessment of the decision-making potential of the Executive 
Board. 


PRACTICAL FRONTIERS OF THE DECISION IMPLEMENTING 
POTENTIAL OF GOVERNMENTS 


The Fund’s traditional activities in the fields of par value 
administration, restrictive practices, stabilization policies and 
repurchase arrangements, place an unprecedented strain upon 
many governments, These international commitments involve 
national policies which imply monetary discipline by various 
national agencies. Effective maintenance of monetary discipline 
may involve political difficulties, especially if it reflects (as it al- 
ways does) on price policies and labor relations. It cannot be 
sufficiently emphasized that each arrangement contemplated by 
the new proposals must be weighted in the light of political and 
technical measures on which their implementation in various 
countries will be based. Informed public opinion of member- 
nations must absorb the national responsibilities and com- 
mitments involved in participation in new monetary arrange- 
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ments. To be sure, much progress has been made in public 
information since the establishment of the Fund (1946) and even 
more rapid progress is expected in the next years. However, the 
new proposals contemplate further commitments of nations re- 
quiring a number of more or less comprehensive implementary 
measures. Professor Triffin is realistic when he expects that his 
proposals will have to surmount in both industrially developed 
countries and less developed areas “the enormous resistance 
which inertia, complacency, and fears from anything new and 
unfamiliar, have always opposed to institutional progress, par- 
ticularly in the international field.”** One of the most impor- 
tant criterion in determining whether the time is ripe for in- 
stituting international machinery with reference to a particular 
problem is whether that international action can be made effec- 
tive by complementary national action.** It might be useful to 
mention as examples one or two of the proposed arrangements 
which might sensitively affect the decision implementing po- 
tential of national governments, and which may require con- 
siderable further exploration in that regard. Depositing na- 
tional monetary reserves in the Fund (even if subscription 
quotas will be abolished) may meet considerable opposition on 
the part of central banks. Creation of credit money by the Fund 
(even if certain voting safeguards are instituted within the 
Fund), and short- and long-term investment of Fund assets on 
national markets (even if initially an understanding is reached 
with the respective governments), may raise inflationary fears 
and require actual and potential implementary policies which 
national monetary authorities may be reluctant to effectuate. 
The Fund’s borrowing currencies on national markets, if it is 
accompanied by the issuance of securities, may involve com- 
plex measures within the national monetary system. If one 
realizes the range and intensity of actual controversies in regard 
to inflation, interest rate, money supply, and economic growth 
within individual nations, one may usefully reflect on the im- 
plementation of international objectives and policies affecting 
those areas. 

* Current Economic Situation and Short Run Outlook, p. 215. 

*F. W. Paish (l.c. 143) calls attention to the concern of the financial institu- 


tions of London in regard to the national implementation of a few of the Triffin 
proposals. 













































336 ERVIN P. HEXNER 
THE FUND IN TRANSITION 

Within and outside of the Fund there is a strong conviction 
that the world monetary system is due for overhaul. A review 
of the Fund's operational arrangements are now taking place 
in this connection. It is generally suggested that the Fund as- 
sume wider responsibility for supplying the world with re- 
serve assets and adjusting them to changing circumstances. 
The Fund should administer its resources in the light of that 
increased responsibility and adjust its policies accordingly. 
[here is a divergence of opinions as to the future réle, and 
necessary adaptations in policies, of reserve center countries 
(U.S. and U.K.). No general agreement exists as to whether ad- 
justments in the Fund organization should be made through 
large-scale surgery (i.e., a fundamental revision of the Fund 
Agreement), through mere adaptation of Fund policies based 
on new regulations and interpretations, or through a combina- 
tion of small surgery (e.g., amending the Fund provisions on 
use of the Fund resources, especially in regard to financing 
capital movements) and policy changes. It seems probable that 
conservative influences will prevail and the present Fund re- 
form will consist of a set of new regulations and policies issued 
by the Executive Board on the basis of revised interpretations. 
In addition, stand-by arrangements will be concluded by the 
Fund with industrial nations by which it can borrow their cur- 
rencies from their monetary authorities, or on their markets. 
However, explorations and proposals concerning expanding the 
Fund's operations will continue. Ways will be sought to enable 
the Fund to accept deposits under one or the other title. Larger 
reforms of the Fund will depend on two factors: on improved 
co-operation of its member-nations in the political sphere, and 
on the degree to which national administrations succeed in 
strengthening financial discipline in the broadest sense. If 
the Fund Agreement will be revised in toto the reform may 
not center on the problem of world-wide liquidity only, it 
would probably involve a review of arrangements on gold 
prices, par values, exchange rates and restrictive policies. It is 
highly questionable that governments will wish to embark on 
such complex undertakings in the near future. Insofar as the 
next few years are concerned, one may expect that co-operation 
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of central banks on an informal basis, especially in the Western 
European sphere, along the lines as it was forced upon them by 
the massive switching of funds out of London after the revalua- 
tion of the German Mark in March 1961, will continue. It is 
also expected that regional public organizations (especially 
those in Europe) will further explore their activities in the area 
of international liquidity. Informal arrangements of these re- 
gional bodies with the Fund may later assume institutional 
forms. All in all, the reform proposals and the discussions pre- 
sent an optimistic outlook. They show what great and desirable 
progress has been made in the last 15 years in international 
monetary co-operation. 








PART VI 
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THE TERMS OF TRADE OF CHINA, 1867-1936 


Chi-ming Hou 


INTRODUCTION 


HE purpose of this paper? is to present and appraise data on 
"T chinese terms of trade. The only existing series of the terms 
of trade of China was prepared by the Nankai Institute of Eco- 
nomics under the direction of Professor Franklin L. Ho. The 
series was revised a few times and the revisions were published 
primarily in Chinese economic journals. The only two series 
which appear in English sources have led Professor Theodore 
Morgan to complain that 


the series (for 1867-1928) of these two publications for unex- 
plained reasons, march off in opposite directions; one shows China’s 
terms of trade improving, the other shows them deteriorating, 
though the data are supposedly identical.? 


Because of this contradiction, Morgan has refused to use the 
Chinese data. We will attempt to supply the missing links be- 
tween these two series. 

The Chinese trade data have always been subject to suspicion 
and criticism. We will also try to explain and discuss the re- 
liability of that part of the data which is essential to the calcula- 
tion of terms of trade. The Nankai method of computing the 
terms of trade will also be presented. 

Despite the fact that the Chinese terms-of-trade series has 
been available for more than a quarter of a century, no attempt 
has been made, to our knowledge, to analyze and interpret it. 
What was the trend of the Chinese terms of trade? What were 
their determinants? To what extent did such factors as deprecia- 


*This paper is a part of a larger study undertaken by the author on the role 
of foreign investment in the economic development of modern China. Thanks 
are due to the Center of East Asian Studies at Harvard University for its support 
of the project. The author also wishes to express his indebtedness to Dr. Richard 
Moorsteen and Professors James W. Angell, Franklin L. Ho, T. Y. Wu and 
F. D. Holzman for their comments. See p. 364 for Appendix. 

* Theodore Morgan, “The Long-run Terms of Trade Between Agriculture 
and Manufacturing,” Economic Development and Cultural Change, October 
1959, pp. 8-9. The two series referred to are: Franklin L. Ho, Index Numbers of 
Quantities and Prices of Imports and Exports in China (Tientsin, 1930), and 
Nankai Institute of Economics, Nankai Index Numbers, 1936 (Tientsin, 1937). 
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tion and capital movement affect them? We will try to answer 
these and other related questions.* 


THE DATA 


The Nankai series was first published in English in 1930.4 
Shortly afterward, in 1932,° it was twice revised and published 
in a Chinese journal. In the first revision corrections were made 
for a number of years, and the revised figures for 1867-1912 
became the final figures of the Nankai series. The second re- 
vision of 1932 was made for the years 1915-1930, but these 
figures were again revised in 1936.° The series (1867-1936) as 
it appeared in Nankai Index Numbers, 1936, and in Nankai 
Social and Economic Quarterly (July 1937) represents the final 
product of all the previous revisions. 

These revisions were made because of technical computa- 
tional errors; the basic method of construction of the series 
(explained by Professor Ho in his original publication) re- 
mained the same. Here are the main features of the Nankai 
series. The basic data are from the Chinese customs returns. The 
prices used are derived prices; that is, they are obtained by 
dividing the known quantity of each of the commodities into 
its total declared value. (In other words, unit value is used.) 
Not all commodities as reported in the customs returns are in- 
cluded, but about two-thirds of them are, in terms of value. 


*In this paper the terms of trade referred to are the net barter terms of trade. 
No attempt is made to discuss the relationship between the terms of trade and 
the economic development of China, and no effort will be made to calculate 
China’s income terms of trade or to speculate on her single factoral terms of 
trade. These two versions of the terms of trade are perhaps more useful than the 
net barter terms of trade from the viewpoint of economic development. 

For a discussion of the development of literature on the subject see Benjamin 
Higgins, Economic Development (New York, 1959), pp. 357-383; W. W. Rostow, 
“The Terms of Trade in Theory and Practice,” in Economic History Review, 
Vol. III, No. 1, 1950, pp. 1-20; G. Haberler, A Survey of International Trade 
Theory (Princeton, 1955), pp. 26-30, 63. 

* Ho, op. cit. 

*See Franklin L. Ho, “Index Numbers of Quantities and Prices of Imports 
and Exports of China, An Explanation,” Quarterly Journal of Economics and 
Statistics (in Chinese), March 1932, pp. 128-149; “The Foreign Trade of China, 
1931,” in Quarterly Journal of Economics and Statistics (in Chinese), December 
1932. 

*Ta-yeh Wu and Y. C. Hu, “China’s Foreign Trading During 1935,” in Quar- 
terly Journal of Economics and Political Science (in Chinese), Vol. V, No. 1, 
October 1936. 
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The chain base method is used, and for weighting, Fisher's 
ideal formula is employed. 

The reliability of the Chinese trade statistics has often been 
a source of debate. Professor Remer, among others, has ad- 
vanced the criticism that the export figures of China were un- 
dervalued.*? He has made a comparison of the total value of the 
goods entered into China’s international trade as reported by 
the Chinese customs and as reported in the official trade statis- 
tics of the chief foreign countries trading with China. He con- 
cludes that for every Chinese $100 in goods which the Chinese 
statistics report as having been sent out, the foreign countries 
reported that they received Chinese $138 in 1928 and Chinese 
$175 in 1930. He suspects that the main reason for this gap was 
the fall in price of silver in the world market. The figures for 
exports from China were expressed in silver while the imports 
from China into the various foreign countries were expressed in 
foreign currencies. The Chinese customs, Remer suspects, may 
have failed to adapt themselves immediately to the true situa- 
tion and hence undervalued exports. He offers no evidence to 
show that the actual silver price of export commodities in 
China was higher than the customs valuation. 

But as Professor Li argues, if one compares the trade returns 
of China and the foreign countries with which they trade, he 
encounters a number of technical difficulties which will render 
the comparison fruitless—difficulties such as the selection of 
appropriate exchange conversion rates, tne time lag required 
for transportation and the matter of transit trade and re-ex- 
ports. This is not to say that no adjustments should be made 
for the Chinese trade statistics, for there is still the problem of 
smuggling and the problem of unrecorded trade. 

But whether the Chinese imports and exports were over- 
valued or undervalued need not affect the accuracy of the terms 
of trade if the bias, whether upward or downward, was con- 
sistent. Except for the change in the method of valuation in 
1904, which will be explained below, there is little evidence to 
suggest an irregularity in the valuation of China’s trade by the 

*C. F. Remer, Foreign Investments in China (New York, 1933), p. 197. 


°C. M. Li, “China’s International Trade Statistics: An Evaluation,” Nankai 
Social and Economic Quarterly, April 1937, p. 12. 
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Chinese customs. There is evidence that the prices used by the 
customs returns in Shanghai followed closely the prices that 
prevailed in the wholesale market in Shanghai with regard to 
Chinese imports and exports. Furthermore, there is evidence to 
discount Condliffe’s suspicion that the local divergencies of 
products, and of prices in China would make any index of im- 
port or export prices a less meaningful average than is usually 
the case.® It has been shown that despite serious transportation 
difficulties, price changes in China followed quite a similar pat- 
tern all over the country, at least in the 1930’s.?° 

Now a word about the change in 1904 in the valuation 
method used by the Chinese customs. Prior to 1902-04 Chinese 
imports were valued by the customs at the market price prevail- 
ing at the port of landing. This price included the import 
duties and all other charges incurred in delivering the imported 
goods to the market. Exports were also valued at the market 
price prevailing at the port of shipping. This price did not in- 
clude export duties and all charges incurred in delivering the 
goods to the water’s edge. During the period 1902-04 the above 
method of valuation was gradually revised and beginning in 
1904 the value of imports was recorded on the basis of c.i.f., and 
the value of exports was recorded on the basis of f.o.b. at the 
port of export. Thus, in order to render the trade statistics 
comparable before and after 1904, it is necessary to subtract 
from the recorded value of imports before 1904 import duties 
and the “other charges” and to add to the recorded value of 
exports before 1904 export duties and the “other charges.” 

As far as can be ascertained, the above change was not taken 
into consideration in the Nankai series.’" The failure to do so, 
however, does not hamper the usefulness of the series in any 

* J. B. Condliffe, China Today: Economic (Boston, 1932), p. 183. 

% Silver and Prices in China, Report of the Committee for the Study of Silver 
Values and Commodity Prices, Ministry of Industries (1935), p. 14. 

4“ Professor Ta-yeh Wu, who was also in charge of the preparation of the 
Nankai serics, made some necessary adjustments in his article, “Principles Gov- 
erning the Movement of Gold and Silver Between Gold Standard and Silver 
Standard Countries” in the Quarterly Journal of Economics and Statistics (June 
1933). But the figures for the years 1904-1914 of the final Nankai series were the 
figures as revised in 1932, and in the 1932 revision, no adjustment was made for 
the change in the valuation method in 1904. Otherwise Wu would presumably 


not have found it necessary to make the adjustment in his 1933 article, cited 
above. In correspondence with the author, Mr. Wu concurred. 
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China’s Terms of Trade (1867-1936), Purchasing Power of 
Silver in London (1867-1934) and British 
Terms of Trade (1870-1936) 


Purchasing Power of Silver 
in London, 1910-1914 = 100 
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Sources: For China’s terms of trade, see Appendix (the adjusted series). For the 
purchasing power of silver in London, see Silver and Prices in China, 
Report of the Committee for the Study of Silver Values and Commodity 
Prices, Ministry of Industries, Shanghai, 1935, pp. 2-4. For British 
terms of trade, see Charles P. Kindleberger, The Terms of Trade, A 
European Case Study (New York, 1956), pp. 12-13. (The series used by 
Kindleberger is Schlote’s.) 


It should be noted that China’s terms of trade are defined in the Nankai 
series as the Pi/Pe. The same definition is used here for the reason that they 
can be conveniently compared with the British terms of trade which are defined 
as Pe/Pi. If the British terms of trade were in reverse a perfect indicator of 
China’s terms of trade, the two series would coincide. 


significant way, at least for the period 1867-1904. The terms of 
trade as calculated in the Nankai series (which defines the 
terms of trade to be pi/pe) were obviously overvalued before 
1904 (because import price was overvalued and export price 
undervalued), but this overvaluation would not affect the 
yearly changes or the trend of the terms of trade for the period 
1867-1904. The import and export duties remained stable and 
the “other charges” were always assumed by the Chinese cus- 
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toms to be 7 per cent of the duty-paying value in the case of 
imports and 8 per cent in the case of exports. 

When a comparison is made of the terms of trade for the 
years before and after 1904, however, an adjustment to take 
into account the 1904 change in method seems in order—espe- 
cially if one is interested in the trend over the entire period 
1867-1936. The adjustment would certainly lower the position 
of the trend line for 1867-1904 and hence would affect the trend 
for the entire period, 1867-1936. Therefore, we will follow the 
method of adjustment as used by the Chinese customs and 
present the adjusted as well as the unadjusted Nankai series in 
the Appendix.” 

As the Chart shows, the secular trend of the terms of trade was 
against China over the period 1867-1936. If one takes the years 
from 1867 to 1900 the trend appears fairly horizontal. It is only 
after the turn of the century that the trend becomes noticeably 
unfavorable. By 1936, the relative prices of imports, as calcu- 
lated by the trend, had increased by 40 per cent, which means 
that at the end of the period (1867-1936) a given quantity of 
exports would pay for only 71 per cent of the imports that it 
could buy at the beginning of the period.” 


The above paragraphs should make it clear that the Nankai series, after 
adjustment, is reasonably reliable and may be used. This does not mean that it 
avoids the shortcomings which are inherent in any long-run terms-of-trade index. 
The change in the quality of goods and services is not recognized. The weighting 
problem cannot be entirely satisfactorily solved when there is significant change 
in the composition of trade, or when a great number of new products are intro- 
duced over the years. When unit value is used to represent price, it is valid only 
when the commodity class is completely homogeneous; this is not usually the case. 
If there is no complete homogeneity, changes in unit value may reflect changes 
in the composition of the class as well as in price. See C. P. Kindleberger, The 
Terms of Trade: A European Case Study (New York, 1956), p. 317; also, com- 
ments by G. Haberler in the Introduction to Review of Economics and Statistics, 
Supplement (February 1958), p. 5. 

™ The trend is Y = 76.0027 + 0.4442X with origin at 1866. The trend line of 
the unadjusted Nankai series is Y = 87.9451 + 0.4438X with origin at 1866. 
(This means that at the end of the period a given quantity of exports would 
pay for 74 per cent of the imports that it could buy at the beginning of the 

eriod.) 

. The United Nations study on Relative Prices of Exports and Imports of Un- 
der-developed Countries (New York, 1949) indicates that from the 1870's to the 
eve of the Second World War, there was a secular downward trend in the 
prices of primary goods relative to the prices of manufactured goods. On an 
average, a given quantity of primary exports would pay, at the end of this pe- 
riod, for only 60 per cent of the quantity of manufactured goods which it could 
buy at the beginning of the period. 
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It may be further noted that the terms of trade of China 
fluctuated violently with distinct cyclical movements. It seems 
that there were seven cycles from 1867 to 1936, excluding the 
downswing ending in 1876, which appears to be part of a pre- 
vious cycle not covered in the period.’* On the average, the 
cycles had a duration of 8.6 years, with about five years of de- 
terioration and 3.7 years of improvement. 


THE TERMS OF TRADE OF CHINA, 1867-1936 


EXCHANGE DEPRECIATION 


China was on the silver standard (until 1934) when most of 
her trading partners were on gold. The world price of silver in 
terms of gold experienced a secular decline from 1867 to 1936. 
And this decline was not accompanied by a secular decline in 
the general price level in the gold-standard countries. This 
means the purchasing power of silver (in terms of all goods 
and services) declined, in the long run, in the gold-standard 
countries.!° Such a decline in the purchasing power of silver in 
the gold-standard countries was equivalent to exchange depre- 
ciation on the part of China. 

There is no necessary relationship between exchange depre- 
ciation and the terms of trade. It all depends on the price elas- 
ticities of demand for, and supply of, imports and exports. The 
classical position is that depreciation will worsen the terms of 
trade, but this is based on the assumption that the demand and 
supply elasticities of imports are higher than those of exports. 
In other words, the classical position assumes that as a supplier, 
a country enjoys some degree of monopoly power, whereas a 
buyer, it is only one of the many perfectly competitive buyers 
in the world market. 

In the case of China, the decline in the purchasing power of 
silver in the gold-standard countries undoubtedly raised the 
price level of both China’s imports and her exports as expressed 


“ The seven cycles, if counted from trough to trough, are as follows: 


1876—1886—1891 19138—1920—1926 
1891—1895—1899 1926—1927—1929 
1899—1904—1906 1929—1933—1936 


1906—1912—1913 


* For the index of price of bar silver in London (1867-1934), the index of whole- 
sale prices in England (1867-1934) and the index of purchasing power of silver 
in London (1867-1934); and the corresponding indexes for the United States, see 
Silver and Prices in China, pp. 2-8. 
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in Chinese currency. The question is whether it exerted more 
upward pressure on import prices. If the answer is in the af- 
firmative, then the decline of purchasing power of silver in the 
gold-standard countries may be said to have been a contributing 
factor to the deterioration of China's terms of trade. 

The fact that the secular deterioration of the Chinese terms 
of trade was associated with a secular decline of the purchasing 
power of silver in the gold-standard countries does not suggest 
any causal or even correlational relationship. If one takes a close 
look at the year-to-year changes of the two series, as shown above, 
it seems reasonably clear that no definite and consistent relation 
can be found between the two series. As the chart shows, the de- 
cline in the purchasing power of silver was sometimes associ- 
ated with a deterioration of the terms of trade (as, for instance, 
in 1891-1895 or 1906-11), and sometimes with an improvement 
of the terms of trade (as, for instance, in 1920-1929). There is 
little correlation between the two series; China’s terms of trade 
were not affected in any significant way by the secular exchange 
depreciation. This is especially the case after the turn of the 
century. 

The Chinese case is obviously not in accord with the classical 
position, but can be explained. There is reason to believe that 
China, both as a buyer and a seller in the world market (espe- 
cially after the turn of the twentieth century), was not signifi- 
cant enough to affect world price by changing her demand for 
foreign goods or by altering the supply of her own products. In 
other words, China was, to use Metzler’s phrase, a price taker 
rather than a price maker. Under such conditions, exchange 
depreciation would affect import prices and export prices (ex- 
pressed in Chinese currency) equally and have no effect on the 
terms of trade. This seems to have been the case in view of the 
fact that the correlation coefficient between China’s export 
prices (in Chinese currency) and the purchasing power of silver 
in London is about as high as that between China’s import 
prices (in Chinese currency) and the purchasing power of silver 
in London."® 

* The coefficient of correlation between China's export prices and the purchas- 
ing power of silver in London is .98, whereas that between China's import prices 


and the purchasing power of silver in London is .96. The period covered is 
1867-1934. 
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It is not difficult to see why China was a price taker in her 
imports. Her principal imports consisted primarily of manufac- 
tures, although the share of manufactures in total imports 
declined over time. In 1913 manufactures, including manu- 
factured foodstuffs and semi-manufactures, accounted for nearly 
90 per cent of the total, while in 1931, their share dropped to 
about 70 per cent. The imports consisted of numerous com- 
modities, with none constituting a large share of total imports 
in the 1930's, as Table 1 shows. The fact that China’s imports 
never amounted to more than U.S. $1 billion per year, even for 
the peak years, would seem to make it certain that China's de- 
mand for any one item of her imports was but insignificant in 
total world demand for that commodity. Even in the latter part 
of the nineteenth century, when China’s imports consisted of a 
relatively small number of commodities, her demand should 
still have no appreciable effect on world price, for the total 
value of Chinese imports was small in the world market. 

The case of exports is more complicated. Throughout the 
past decades China's exports consisted mainly of raw materials 
and foodstuffs, which accounted for more than 80 per cent of 
total exports, although there was an increasing degree of diver- 
sification in exports (see Table 2). Before the turn of the cen- 
tury tea and silk were the two most important items in China's 
exports, together accounting for nearly 90 per cent of the total 
in the 1870's and still more than 50 per cent in the closing years 
of the nineteenth century. Their share continued to decline, but 
was still nearly 30 per cent before the First World War. Only 
in the 1930's did their combined share drop to less than 15 per 
cent. 

In the case of tea, China’s exports almost monopolized total 
world exports prior to the 1860's, when Great Britain obtained 
her tea almost entirely from China and the United States 
bought about two-thirds of her tea from China." After the mid- 
dle of the 1870's China gradually lost her American tea market 
to Japan and Ceylon. Until the turn of the century China could 
still supply half of the tea that the United States imported, but 
the share declined to less than 20 per cent after 1915."8 


* See Chong-su See, The Foreign Trade of China (New York, 1919); Shu-lun 
Pan, The Trade of the United States with China (New York, 1924). 
* Shu-lun Pan, op. cit., p. 129. 
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In the British tea market it was the Indian and Ceylon teas 
that made rapid progress, supplying half of the tea market in 
the closing years of the 1880's and virtually replacing Chinese 
tea after the turn of the century. It was Russia who remained 
the chief importer of Chinese tea throughout the end of the 
nineteenth century and up to the 1930's. Just before the First 
World War, China’s share in the total world export of tea was 
still significant, close to 30 per cent.’® After the First World 
War, China’s share dropped sharply to 10 per cent or so in the 
1930’s®° Since the largest part of China’s tea went to Russia 
which, in turn, imported her tea primarily from China, there 
is reason to believe that foreign, or at least Russian, demand for 
China’s tea could not be perfectly elastic. 

In the case of silk, China’s supply in the world market was 
also significant in the nineteenth century, although the exact 
percentage share is difficult to estimate. It was reported that in 
the season of 1877-1878 the raw silk exported from Central 
China constituted 52 per cent of the export of raw silk from the 
Fast.*! During the years 1885-1900, China still exported an- 
nually about twice as much raw silk as did Japan, accounting 
for about 42 per cent of the supply in the Western markets.” 
Thereafter, Japan overtook China by leaps and bounds and 
became the leading supplier of silk in the world market. In 
1913 Japan furnished 44 per cent of the total silk supplied to 
the Western world, whereas China furnished no more than 31 
per cent.*° In the 1930's Japan supplied nearly three-quarters 
of the total while China supplied just about 10 per cent. 

Thus, the situation of Chinese exports in the ninteenth cen- 
tury seems to be in accord with the classical assumption: that is, 
China was to specialize in exports. An exchange depreciation 
would lower the export price as expressed in foreign currency. 
If China is regarded to have generalized in imports, as noted 
before, exchange depreciation would bring no change in import 

*Chung-ping Yen, ed., Selected Statistics on Modern Economic History of 
China (in Chinese) (Peking, 1955), p. 82. 

”W. S. Woytinsky and E. S. Woytinsky, World Commerce and Government 
(New York, 1955), p. 145. 

™ North China Herald, May 26, 1888, p. 589. 

= C, F. Remer, Foreign Trade of China (Shanghai, 1926), p. 85. 

* Tbid., p. 141. 

*W.S. Woytinsky and E. S. Woytinsky, op. cit., p. 156. 
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price (as expressed in foreign currency). Thus the net result of 
exchange depreciation would worsen China's terms of trade. 

But if one compares China's terms of trade and the purchas- 
ing power of silver in London in the latter part of the nine- 
teenth century, he will find little in the way of support for the 
above theoretical conclusion. From 1877 to 1887 the purchas- 
ing power of silver in London went up, but China's terms of 
trade worsened rather than improved (1876-1886). From 1890 
to 1902 the long-run purchasing power of silver showed a con- 
tinuous decline, but China’s terms of trade showed a deteriora- 
tion from 1891-1895, and then an improvement from 1895 to 
1899. 

It is not possible to explain, in terms of conclusive evidence, 
the gap between the actual and the theoretical relationship as 
noted above. It may be speculated, however, that in the closing 
decades of the nineteenth century, world demand for both tea 
and silk was greatly increased on the one hand, and China had 
to compete with an increasing number of rivals on the other. 
The adjustment to the structural change in demand and supply 
was further complicated by the fact that China’s tea and silk 
trade was then primarily handled by some giant foreign trading 
firms in China, whose pricing practices would likely follow 
those under imperfect competition. Exchange depreciation 
might not thus be accompanied by a lower price of China's ex- 
ports (as expressed in foreign currency), if depreciation took 
place at a time when world demand was increasing or if there 
existed price rigidity due to market imperfections. 

If China was not a price taker for her exports in the nine- 
teenth century, there is reason to believe that she became one 
in the twentieth century. As noted before, China’s share in the 
world supply of tea and silk greatly declined, although she now 
had a large share in world supply of a few other commodities. 
China had a virtual monopoly over tung oil and tungsten, but 
these products constituted only a very small proportion of 
China’s exports and the change in their prices would not ap- 
preciably affect China’s terms of trade. In the case of beans and 
bean cakes, China’s exports undoubtedly constituted a large 
proportion of the world supply (about 80 to 90 per cent in the 











354 CHI-MING HOU 


case of soybeans in the 1930’s),?5 and hence China could hardly 
be regarded as a price taker, even though the demand was prob- 
ably rather elastic, on account of substitutes. But here again it 
should be noted that beans (including bean cakes) never as- 
sumed the same importance in China's total exports as tea or 
silk did in the nineteenth century. It was not until after the 
1920’s that beans and bean cakes became important in China’s 
exports, accounting for more than 15 per cent of total exports. 
Therefore, it may be said that China was, on the whole, a price 
taker in her exports after the turn of the century. Coupled with 
the fact that China was also a price taker in her imports, this 
leads to the conclusion that China’s terms of trade since the 
turn of the century were independent of her exchange depre- 
ciation. 


CAPITAL MOVEMENTS 


The relation between capital transfer and the terms of trade 
is a complicated one. If the transfer is effected through price 
changes alone, as the classical theory assumes, the terms of trade 
will turn against the capital exporter and in favor of the im- 
porter. If income changes are brought into the picture, as mod- 
ern income theory suggests, the effect on the terms of trade will 
by no means be certain. It will depend on a number of variables 
such as the marginal propensities to save in the two countries, 
the accelerators, the marginal propensities to import and the 
supply elasticities. Our question here is: how did capital move- 
ments affect the Chinese terms of trade? 

Foreign investment in China was made in two forms: loans 
to the Chinese government and direct investment. Foreign 
loans to private individuals or business concerns were negligi- 
ble. The Chinese government began to borrow from foreign 
sources in the 1860's, primarily for military purposes. The 
amount was small, in the earlier years, totalling some U.S. $30 
million for the period 1865-1893.*° Not all of the amount in- 

* Ibid., p. 144. 

* Calculations for the figures of foreign loans to the Chinese government pre- 
sented in this paper are based on the following sources: Shih-yi Chia, A History 
of Public Finance Under the Republic (in Chinese) (Shanghai, 1917); and A 
History of Public Finance Under the Republic Supplement (in Chinese) (Shang- 


hai, 1932); Te-hwei Chia, An Outline of the History of Public Finance Under 
the Republic (in Chinese) (Shanghai, 1947); A. G. Coons, The Foreign Public 
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volved transfers of capital from abroad, for some funds were 
provided by foreign merchants residing in China. From 1894 
to 1898 seven foreign loans were contracted by the Chinese gov- 
ernment, amounting to some U.S. $295 million. But most of 
the loans (nearly U.S. $250 million) were contracted for the 
purpose of paying an indemnity imposed upon China by Japan 
as a result of the Sino-Japanese War in 1894-1895. Hence, the 
amount of foreign capital actually imported to China was very 
small. The period 1899-1911 was an economically most success- 
ful period in the history of foreign borrowing by China. Dur- 
ing this period, a total of U.S. $195 million was borrowed 
abroad by the Chinese government, of which U.S. $180 million 
were railway loans, U.S. $9 million industrial loans, and the re- 
maining administrative loans. The fact that these railway and 
industrial loans were used primarily for purchasing materials 
from abroad for the stated purposes means that there was an 
equal amount of capital import. 

The period 1912-1926 was a period of chaos and civil war in 
Chinese political history, and so was it in the history of Chinese 
foreign borrowing. No less than U.S. $370 million were bor- 
rowed abroad for administrative and military purposes (the 
largest being the “Reorganization Loan” and the “Nishihara 
Loans”), and U.S. $215 million for railway and industrial pur- 
poses. It is difficult to say how much of the total was actually 
transferred to China, for a large part of it was to go for the pay- 
ment of the interest in arrears on previous foreign loans. The 
period 1927-1937 was a period of relative inactivity in so far as 
government foreign borrowing was concerned. A total of U.S. 
$170 million was contracted for, mostly in the closing years of 
the period, and was used to buy railroad and industrial ma- 
terials abroad. 

Foreign direct investment in China did not assume impor- 
tance until after 1895 when the treaty powers were granted the 
right to establish manufacturing firms in the Chinese treaty or 
open ports. It is true that before that time foreigners had already, 





Debt of China (Philadelphia, 1930); The China Year Book 1938; Ping-shu Kao, 
Foreign Loans to China (New York, 1946); H. Lin Cheng, The Chinese Railways, 
A Historical Survey (Shanghai, 1937); The Bank of China, Chinese Government 
Foreign Loan Obligations (Shanghai, 1935); Chia-nau Chang, China’s Struggle 
for Railroad Development (New York, 1945). 
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if without Chinese permission, started manufacturing in China, 
but the amount was very small. The largest part of the direct 
investment before 1895 had been in import-export trade, bank- 
ing and insurance. (These fields remained important, account- 
ing for nearly a third of total direct investment in the 1930’s.)* 
Even after 1895, investment in manufactures was still relatively 
small. In the 1890’s and 1900's it was the railways which ac- 
counted for nearly a third of total foreign direct investment. 
(In the 1930's this field still accounted for nearly 25 per cent.) 
Investment in mining never amounted to more than 3 or 4 per 
cent of total direct investment and investment in agriculture 
was virtually zero. 

Total cumulated foreign direct investment in China 
amounted to U.S. $1067 million, U.S. $2493 million and U.S. 
$2444 million for 1914, 1931 and 1936 respectively. It should 
be noted, however, that the increase between the years did not 
represent the actual amount of capital inflow, for a large part 
of the increase was effected by plowing back profits, and a part 
reflected merely the increase in the price level. 

Available statistics do not permit a calculation of year-to-year 
capital in flow figures. According to Remer, the average annual 
inpayments in gross terms, on account of government loans and 
direct investment, were about U.S. $52 million for the entire 
period 1902-1930.*8 These figures seem to be on the low side, 
however. 

If allowance is made for remittance of interest and profits on 
foreign investment, Remer estimates that there was not only 
no net inflow of capital but a considerable net outflow through- 
out the period from 1902 to 1930. The inflow-outflow ratio for 
the period was 57 per cent.”® 

In this connection, and insofar as the problem of capital 
transfer is concerned, mention should be made of the Boxer In- 
demnity which was imposed upon China by the treaty powers 
as a result of the Boxer Uprising in 1900. The total indemnity 
was U.S. $337.5 million, and it was agreed that China would pay 


* The figures of foreign direct investment in China given below are based on: 
C. F. Remer, Foreign Investment in China (New York, 1933); The Asia Statistics 
Co., The China Annual, 1943; The Chinese Year Book, 1936-1937; Japan Year 
Book, 19438-1944. 

*Remer, op. cit., p. 170. 
* Ibid. 
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the indemnity in installments with four per cent interest on the 
unpaid amounts. The only loan floated abroad by the Chinese 
government for the indemnity purpose was the Exchange Adjust- 
ment Loan of £1 million of 1905. Before the powers cancelled 
their claims on the indemnity (mostly in the 1920's), China had to 
pay the installments by her own means, equivalent to an export 
of capital of a total of about U.S. $14 million a year from 1902- 
1918. For the years 1918-1922, the annual out-payment was 
small, less than half a million of U.S. dollars. For 1923 and 
1924, it was U.S. $3.4 million a year and thereafter (until 1930), 
it was from U.S. $6.5 million to U.S. $7.8 million a year. 

The effect of foreign investment on China’s terms of trade 
can be analyzed in terms of both the short run and the long 
run. In the short run, to the extent that foreign loans and direct 
investment were directly used for imports of equipment, ma- 
chines, and so on, and to the extent that the foreign supplies of 
such goods were almost perfectly elastic from the viewpoint of 
China (since China’s demand was so small compared with the 
total), China’s terms of trade could hardly be affected by the 
capital inflow. In the long run, foreign investment undoubtedly 
increased China’s demand for foreign commodities, for foreign 
investment promoted China’s external trade, contributed to 
China’s industrial development and helped develop the taste 
of the Chinese for Western products. Foreign investment also 
increased the supply of China’s exports, especially through the 
reduction in internal transportation costs. (Foreign capital was 
primarily responsible for the development of modern trans- 
portation in China.) But, as noted before, China’s share in 
world trade was small except for tea and silk in the nineteenth 
century and beans (including bean cakes) in the beginning 
decades of this century. A change in either demand or supply, 
or both, on her part would not have any appreciable effect on 
world prices. Thus, it may be concluded that China's terms of 
trade, both in the short and long run, were independent of 
foreign investment in China. 


SoME CONCLUDING REMARKS 
The above discussions suggest that the terms of trade, espe- 
* Ibid., p. 161. 
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cially after the turn of the century, were primarily determined 
by forces in the world market.*' It is interesting to note here 
that the secular trend of China’s terms of trade is quite similar 
to that of the British terms of trade in reverse for the period 
1870-1936. Cyclically, the Chinese data indicate that the Chi- 
nese terms of trade fluctuated much more violently than the 
British data would show. In some cases (1870-1873, 1879-1881, 
1888-1890, 1902-1906, 1908-1910), the directions of change were 
not even the same. For the years prior to 1920 there is little 
correlation between the Chinese terms of trade and the British 
terms of trade in reverse, despite the fact that in broad terms, 
China exported and Great Britain imported primary products 
and China imported and Great Britain exported manufactures. 

The fact that the trend of Chinese terms of trade is similar 
to that of British terms of trade in reverse does not warrant the 
contention that the British data should be relied upon as indic- 
ative of the terms of trade of China, or for that matter, of other 
underdeveloped countries.** In the first place, in the calculation 
of the terms of trade the import prices are based on c.i.f., 
whereas export prices on f.o.b. It is thus possible for the terms 
of trade to improve for both trading countries if the transpor- 
tation cost between them is reduced.™ 

Second, it is possible that the British export prices may not 
have reflected the prices of manufactured goods in the world 
market. If the British manufacturers insisted on a higher price 
at the expense of quantity, the British export price would over- 
state the average price which the underdeveloped countries pay 
for their imports, for they only purchase a part of their imports 
from Great Britain. The British share in the total of world ex- 
port of manufactures has declined considerably in the past 
decades. It is possible that this decline was associated with an 

In the field of commercial policy, China did not seem to have adopted any 
policy which would affect China’s terms of trade significantly. The effective rates 
of tariff (both on imports and exports) underwent some changes, but these 
changes were very small before 1929, when China regained her tariff autonomy. 

* Note that the widely held contention that the terms of trade have been 
historically shifting against the underdeveloped countries is primarily based 
on the British data. 

* A. N. McLeod, “Trade and Investment in Underdeveloped Areas: A Com- 
ment,” in American Economic Review, June 1951; also P. T. Ellsworth, “The 


Terms of Trade between Primary Producing and Industrial Countries,” Inter- 
American Economic Affairs, Summer 1956, pp. 55-57. 
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increasing disparity between the British and the world price. 
The late comers such as Germany, United States, among others, 
may have outpriced Great Britain in order to enter into the 
once British-dominated market. The existence of product dif- 
ferentiation leaves room for price disparity.™ 

Third, the composition of British external trade may not re- 
flect that of any of the underdeveloped or other advanced coun- 
tries. There is a wide variety of primary as well as manufactured 
goods, and there are wide differences in price changes among 
the primary and manufactured products. Just as, in the matter 
of composition of external trade, no underdeveloped country 
can be said to be truly representative of all the underdeveloped 
countries, so Great Britain cannot be regarded as representing 
all the primary-importing and manufacture-exporting coun- 
tries.*° In the case of the Chinese terms of trade, there was a 
rather mild deterioration from 1877 to 1900, on the average, 
but the British terms of trade steadily moved for the better 
during the same period. The reason was perhaps th=t the world 
demand was strong for tea and silk, the most important items 
of China’s exports. Since tea and silk were not important in the 
total of British imports, their prices could not significantly 
affect the British terms of trade. 

If there are grounds to doubt the reliability of British data 
as a measure of the terms of trade of the underdeveloped coun- 
tries, it follows that insofar as is possible and permissible in 
terms of reliability, the data which the underdeveloped coun- 
tries themselves have to offer should be used. Professor Morgan 
has done this recently, presenting the terms of trade data for 
India (1861-1953), Japan (1873-1952), New Zealand (1861-1952), 
Union of South Africa (1910-1952) and Brazil (1901-1950).% 


* Professor Albert O. Hirschman has informed the author that this point is 
fully developed and statistically documented by Mr. Robert E. Lipsey in his as 
yet uncompleted National Bureau study and doctoral dissertation on United 
States foreign trade since the nineteenth century. 

* Note that the terms of trade of industrial Europe deteriorated against the 
underdeveloped countries from 1872-1913, whereas the terms of trade of Great 
Britain improved during this period. Kindleberger, op. cit., pp. 234-235. 

* Theodore Morgan, op. cit. It may be noted that New Zealand (or the Union 
of South Africa) is not an underdeveloped country in terms of income per capita, 
but its composition of external trade is similar to that of underdeveloped coun- 
tries; that is, its exports consist primarily of primary products and its imports 
manufactures. 
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As shown by Morgan, the terms of trade of India do not seem 
to show any particular secular trend for the period 1861-1953, 
though there was violent instability throughout. The Japanese 
terms of trade showed improvement up until 1900, then began 
to deteriorate afterwards. The terms of trade of New Zealand 
show continuous improvement from 1860 to 1952. The data for 
the Union of South Africa during 1910 to 1952 reveal a chang- 
ing pattern of her terms of trade: deterioration during the First 
World War, improvement to the mid-1930's and deterioration 
since. For Brazil, no unbroken trend can be observed for her 
terms of trade during 1901-1950, though violent fluctuations 
can be easily shown. 

The divergent patterns of behavior of the terms of trade of 
the countries cited above do not lend support to the notion 
that there is a secular trend of the terms of trade for the under- 
developed countries, much less to any single theory which may 
be developed to explain such a trend. As is well known, one 
such theory has been advanced in terms of imperfections at the 
factor level.*? According to this theory, the strong labor unions 
in the advanced countries have been able to obtain wages that 
were high relative to productivity, and hence push prices to a 
high level, whereas there have been no such counterparts in the 
underdeveloped countries. But statistics are lacking for verifica- 
tion.** It is doubtful whether in the long run the labor unions 
in the advanced countries have been successful in raising their 
wages above productivity. For the underdeveloped countries, 
no relevant data exist. Furthermore, domestic wage rates may 
not have appreciable effects on the terms of trade, if foreign de- 
mand is fairly elastic. ‘The effect will be on the balance of pay- 
ments and on exchange rates.*® 

The theory based on income elasticities is equally inade- 
quate.*® According to this theory, the income elasticities of de- 
mand for primary products are low, whereas those for manufac- 

"United Nations, The Economic Development of Latin America and Its 
Principal Problems (New York, 1950) pp. 8-14. 

*G. M. Meier, “Long-Period Determinants of Britain’s Terms of Trade, 1880- 
1913,” in Review of Economic Studies, 1952-19538, pp. 122-125. 

* Kindleberger, op. cit., p. 247. 

“Singer has this to say: “In the case of food, demand is not very sensitive to 


rises in real income, and in the case of raw materials, technical progress in man- 
ufacturing actually largely consists of a reduction in the amount of raw materi- 
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tures are high. A result of this alleged disparity is that, in a 
growing world economy, the demand for primary products 
would fall relative to that for manufactures. Consequently, the 
terms of trade would move against the primary-producing 
countries. But demand alone does not determine price. If the 
supply of manufactures increases faster than that of primary 
products, and this is not unlikely in view of the relatively faster 
increase in productivity in manufacturing and in view of the 
relative factor fixity or depletion (land or minerals) in the pro- 
duction of primary products, low income elasticities do not nec- 
essarily mean low prices. Furthermore, there is no reason to 
assume that income elasticity is low for all primary products. 
Distinction has to be made between those primary products 
which are for consumption and those for industrial purposes. 
Attention should also be paid to the stage of economic develop- 
ment of the world as a whole. If there is a rapid economic 
growth in most of the underdeveloped countries, and if market 
forces are allowed free play, it is quite possible that the per- 
centage increase in demand for primary products will be greater 
than that in world income. When a poor peasant increases his 
income by 10 per cent, most probably he will increase his ex- 
penditure on food (at least on certain types of food) by very 
much more than 10 per cent. Engel’s law cannot claim universal 
validity. The income elasticities of demand for industrial raw 
materials are even more uncertain, depending very much on 
which particular item is under discussion. 

In a recent study Kindleberger relates the degree of factor 
mobility or rigidity to the long-run terms of trade. It is sug- 
gested that 


the tendency of the terms of trade to favor developed and to move 
against underdeveloped countries can best be explained by sys- 


als used per unit of output, which may compensate or even overcompensate the 
increase in the volume of manufacturing output.” See Singer, “The Distribution 
of Gains Between Investing and Borrowing Countries,” in American Economic 
Review, Papers and Proceedings, May 1950, p. 479. 

In a recent article, Prebisch seems to have shifted his emphasis from imper- 
fections at the factor level to income elasticities in his explanation of the alleged 
secular deterioration of the terms of trade of the underdeveloped countries. See 
Raul Prebisch, “Commercial Policy in the Underdeveloped Countries,” Ameri- 
can Economic Review, Papers and Proceedings, May 1959, pp. 261-264. 
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tematic differences in the capacity of the two types of countries to 
shift resources.*! 


If there is factor mobility and adaptability, a fall in price will 
shift the factors of production out of that field and hence halt 
the decline in price. Thus a secular decline in price would seem 
to reflect immobility at the factor level. However, while it is 
true that in a changing world, greater factor mobility will result 
in better terms of trade than when there is factor rigidity, it still 
remains to be explained why price changes take place in the first 
place. Besides, from the viewpoint of an underdeveloped coun- 
try, an increase in the prices of imports relative to that of ex- 
ports does not necessarily mean that it is profitable to develop 
import-substituting industries. A declining rate of profit in the 
export industries does not necessarily mean that there are no 
profits. If profit rates do not decline evenly in all export indus- 
tries, there would be a shift of resources among the export in- 
dustries, when there is factor mobility; and such a shift should 
lessen the deterioration of the terms of trade. However, if the 
rates of profit decline fairly evenly in all export industries, a 
deterioration of the terms of trade may not result in any ap- 
preciable shift of resources, even though there is a high degree 
of factor mobility and flexibility. ‘There may be a big gap be- 
tween profit rates in the export industries and in the potential 
import-substituting industries. 

The above suggests that it does not seem to be either feasible 
or desirable to develop a single theory to explain the secular 
trend of the terms of trade of the underdeveloped countries, if 
indeed, such a trend exists. These countries are not alike re- 
garding the composition of their external trade. There is noth- 
ing strange if their terms of trade do not follow a single pat- 
tern.*? Professor Haberler has summarized this point this way: 


The theory has become popular that the terms of trade have shown 
a secular tendency to deteriorate for the underdeveloped countries, 


“ Kindleberger, op. cit., p. 253. It should be noted that in his study of the 
terms of trade of industrial Europe, Kindleberger finds no unfavorable trend in 
the terms of trade between manufactures and raw materials. His theme is related 
to the degree of economic development, rather than to the types of goods im- 
ported or exported. 

“For a discussion on the demand and supply elasticities of primary products, 
see Kindleberger, op. cit., pp. 268-275. 
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the so called “peripheral” world. . . . This alleged historical trend 
is supposed to be the consequence of deep-seated factors and hence 
capable of confident extrapolation into the future. To my mind the 
alleged historical facts lack proof, their explanation is faulty, the 
extrapolation reckless and the policy conclusions irresponsible to 
put it mildly. . . . Can anyone seriously maintain that the long- 
run change in the terms of trade is the same for (a) agricultural 
exporters (Argentina, Uruguay), (b) mining countries (Bolivia), 
(c) coffee exporters (Brazil), (d) petroleum exporters (Venezuela)?*% 

“G. Haberler, “Critical Observations on Some Current Notions in the Theory 


of Economic Development,” L’industria, No. 2, 1957, p. 8. See also his Inter- 
national Trade and Economic Development (Cairo, 1959). 
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APPENDIX 
The Terms of Trade of China, 1867-1936 (1913 = 100) 


Adjusted as 


Nankai Adjusted % Of Nankai Nankai and 
Series Series Series (2) Adjusted 

Year (1) (2) : ~ Year Series 
1867 104.0 79.0 76 1904 94.1 
1868 90.7 69.2 76 1905 89.8 
1869 100.2 76.1 76 1906 83.2 
1870 101.3 76.5 76 1907 84.3 
1871 100.4 75.9 76 1908 101.4 
1872 95.2 71.1 75 1909 105.1 
1873 93.3 708 76 1910 111.7 
1874 83.9 62.8 75 1911 111.7 
1875 86.9 65.3 75 1912 112.9 
1876 71.8 54.4 76 1913 100.0 
1877 87.0 65.2 75 1914 103.3 
1878 88.8 66.3 75 1915 104.8 
1879 85.2 63.9 75 1916 104.6 
1880 93.2 69.7 75 1917 123.4 
1881 97.8 72.8 74 1918 128.4 
1882 103.9 76.7 74 1919 134.1 
1883 100.8 75.1 75 1920 155.6 
1884 112.8 83.6 74 1921 142.3 
1885 112.4 83.3 74 1922 117.7 
1886 122.7 91.4 75 1923 109.1 
1887 83.0 62.4 75 1924 105.4 
1888 83.2 62.7 75 1925 103.5 
1889 83.1 63.0 76 1926 98.6 
1890 79.0 59.8 76 1927 108.6 
1891 74.0 56.1 76 1928 100.4 
1892 77.0 58.8 76 1929 93.1 
1893 88.0 67.0 76 1930 102.5 
1894 118.9 91.1 77 1931 116.0 
1895 123.6 96.4 78 1982 128.6 
1896 116.3 91.0 78 1933 142.7 
1897 108.6 85.7 79 1934 136.1 
1898 115.4 91.2 79 1935 122.9 
1899 86.2 68.5 80 19386 109.4 
1900 103.7 82.3 79 

1901 106.7 85.4 80 

1902 95.5 82.6 87 

1903 99.2 85.5 86 


Source: For the Nankai Series, Nankai Social and Economic Quarterly, July 1937, pp. 346 
> 

347. Terms of trade are defined as a , that is, the price of imports over the price of exports. 

The method of adjustment is as follows: (1) Correct the value of imports before 1903 as 
recorded in the customs returns by deducting from the recorded value import duty and 7 per 
cent of the recorded value as the “other charges.’ Correct the value of exports before 1903 
as recorded in the customs returns by adding to the recorded value the export duties (duties 
on native produce exported to foreign countries) and 8 per cent of the recorded value as 
the “other charges."" For the years 1888-1903 the Chinese customs has made the corrections 
by the above method and the corrected values may be found in the yearly Returns of Trade 
and Trade Reports. (The figures may also be found in C. M. Li, “China's International 
Trade Statistics: An Evaluation,” Nankai Social and Economic Quarterly (April 1937).) 
For the years from 1867 to 1877, corrections are our own, and the figures for import and 
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export duties are from China Imperial Maritime Customs, Returns of Trade and the Treaty 
Ports, 1877 and Returns of Trade and Trade Reports 1889. The latter volume provides an 
explanation of how and why the corrections should be made. (2) Compute the adjusted price 
index of imports. Let @ stand for uncorrected value of imports and 6 corrected value of im- 


ports. Then 2. Pi = adjusted price index of imports. Pi is the price index of imports used by 
the Nankai series. The ratio of the corrected value over the uncorrected value of imports 
for most of the years from 1867-1903 is 87 per cent. For the year 1887, no appropriate data 
is available for the import duty and the opium likin figure, the 5 ratio is assumed to be 


87 per cent. (3) Compute the adjusted price index of exports by the same procedure as de- 
scribed above in (2). The ratio of the corrected value over the uncorrected value of exports 
for most years from 1867 to 1903 ranges from 112 per cent to 115 per cent. (4) The ratio 
of the adjusted price index of imports over the adjusted price index of exports is the ad- 
justed terms-of-trade index. 











INTERNATIONAL TRADE IN TEXTILES AND 
GARMENTS: A CHALLENGE FOR NEW POLICIES 


Solomon Barkin 


HE world textile and garment industries have expanded 
Bina impressively in the post-war period, particularly dur- 
ing the last five years. Current plans call for further growth in 
the developing countries of the world. Many nations previously 
dependent upon textile imports have become more self-reliant 
and in some instances are eagerly seeking to expand their ex- 
ports. But the volume of world textile trade has been declining 
relative to total production and in some branches, such as cot- 
ton goods, has actually dropped in physical volume. 

Concurrently, a ready-made factory clothing industry is aris- 
ing in many countries which not only supplements, but also 
replaces home-made garments. These new producers are in 
some instances creating sectors designed exclusively for export 
markets. The volume of world trade in ready-made garments is 
nevertheless still restricted and of a specialized nature. But in 
several instances these exports, particularly to the United States, 
have aroused special concern. Exports of ready-made garments 
from low-wage countries could become a major article of inter- 
national trade. 

With the completion of the post-war industrial reconversion 
of older countries and the maturation of the programs for eco- 
nomic development in the newer ones, international competi- 
tion in textiles, and to a limited extent ready-made garments, 
has become a critical issue in world trade. The new low wage 
producers are seeking larger markets in the older countries with 
established industries. The latter are in varying degrees fearful 
of the loss of their textile and garment industries and the struc- 
tural dislocations resulting therefrom. Over and beyond the 
self-interest of each of these countries, the world textile pro- 
ducers are concerned with the possibility of an over-expansion 
of total capacity for exports, with the resulting intensification 
of competition and cutthroat price-cutting practices. Moreover, 
there is always the ever-present danger of exports from the 
Communist bloc at prices unrelated to real costs of production. 
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The differing interests of the non-Communist nations need 
formal reconciliation to promote on the overall the freest trade 
consistent with optimum utilization of scarce capital resources, 
the most economic allocation of resources, the maintenance of 
basic national productive capacity and of a progressive world 
textile and garment industry, and the minimization of the 
hardships resulting from structural dislocations that follow 
large scale imports to countries with established textile and 
garment industries. 


TEXTILE PROBLEMS: WorLD OutTPpUT INCREASES 


Textile production throughout the world has been rising in 
the last few decades and major increases will occur in the fu- 
ture. Textile fibre consumption, an overall physical measure 
of textile output, has grown from a level of some 4.3 billion 
metric tons at the beginning of the century to 8.0 billion metric 
tons in 1938 and to 14.1 billion metric tons in 1959. If adjust- 
ments are made for the waste factors and the relatively high 
strength to bulk factors of rayon and synthetic yarns, the ex- 


TABLE I 
World Total and Per Capita Consumption of Apparel Fibres 





TOTAL CONSUMPTION 








Wool PER CAPITA 

(Clean Syn- Total CONSUMPTION 

Basis) Cotton Rayon thetics All Fibres —HH__ 
Year —___——. (Thousands of Metric Tons). (Kilograms) (Lbs.) 
1938 945 6,200 875 _ 8,020 3.71 8.18 
1947 1,083 6,190 948 23 8,244 ain = 
1948 1,189 6,523 1,152 34 8,848 3.56 7.85 
1949 1,098 6,315 1,244 47 8,704 3.73 8.22 
1950 1,189 7,075 1,605 70 9,939 3.92 8.64 
1951 1,037 7,727 1,815 105 10,687 4.10 9.04 
1952 1,058 7,712 1,599 130 10,499 4.21 9.28 
1953 1,197 8,188 1,872 161 11,418 4.30 9.48 
1954 1,161 8,547 2,030 198 11,936 4.46 9.83 
1955 1,201 8,675 2,277 268 12,421 4.61 10.16 
1956 1,293 9,112 2,381 $12 13,098 4.74 10.45 
1957 1,333 9,459 2,472 412 13,676 4.78 10.54 
1958 1,265 9,479 2,265 423 13,432 4.83 10.65 


1959 1,350 9,800 2,500 468 14,118 oo = 





Source: U.N. Food and Agricultural Organization, Per Capita Fibre Consump- 
tion Levels, 1948-58, Commodity Bulletin Series No. 31. 











368 SOLOMON BARKIN 
pansion in actual consumption of usable textile products would 
be even more considerable. The annual rate of growth in the 
poundage of consumption has been 334 per cent. In the period 
1947 to 1959, the annual rate of increase was 434 per cent 
(Table I). 

The rising per capita consumption of textiles together with 
the expansion of world population explain the basic long-run 
factors advancing the rate of output. Per capita consumption 
has moved from 3.71 kilograms or 8.18 pounds in 1938 to a 
level of 4.83 kilograms or 10.65 pounds in 1958. Higher income 
levels have helped raise per capita consumption. Current 
studies suggest that in advanced nations each one per cent in- 
crease in income may produce a one-half of one per cent rise 
in consumption. Technological and other changes, as well as 
relatively lower price increases for textiles, have promoted 
broader consumption. Higher rates of household formation, a 
rise in the proportion of young adults, fashion promotion, mi- 
gration to large cities in some countries and suburbs in others 
generally make for greater use of textiles. While on the overall 
they have tended, in most countries, to lift consumption, other 
factors are at work to retard this movement, particularly in ad- 
vanced countries such as the United States. These deterrents 
include the greater strength of new clothing fabrics which 
makes for longer wear; the appearance of competitive materials 
such as paper and plastics which substitute for textiles; new 
consumer items with higher status value, particularly consumer 
durable goods; and the higher costs of services and taxes which 
reduce funds available for the purchase of apparel. 

Textile consumption has also been raised in the developing 
countries which have begun to operate their own textile mills. 
With the construction of textile mills, the production of fabrics 
and garments designed and styled for local needs at lower prices 
tends to stimulate consumption.! 

The interplay of forces has therefore created varying patterns 
of rates of growth in textile production of different regions as 
measured by fibre consumption by producers. In contrast to a 

‘§. Nehmer, “Effects of Development of Textile Manufacturing Capacity in 


Underdeveloped Countries on Consumption of and Trade in Textiles,” Interna- 
tional Cotton Advisory Committee, July 1960. 
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30 per cent increase in the world per capita fibre consumption 
for production from 1938 to 1957 (as measured by mill con- 
sumption net trade balance in semi-manufactured products) 
the growth in the per capita rate for Eastern Europe and USSR 
was 96 per cent, bringing the level of mill consumption to 7.61 
kilograms, from a level in 1938 close to the then world average, 
or 60 per cent above the 1957 world average. In order of per- 
centage increase the per capita rise in textile consumption for 
production in the other regions ranked as follows: Africa, 70 
per cent; North America, 31 per cent; Western Europe and 
Latin America, 27 per cent each; Far East, 17 per cent; Near 
East, 11 per cent and Oceania, 3 per cent. 

Textile mill production as measured by fibre consumption 
plus net trade balance in semi-manufactured products has there- 
fore expanded in varying degrees in the different regions. ‘Tex- 
tile production shot up in Africa by 197 per cent; followed by 
Eastern Europe and the USSR (132 per cent); Latin America 
(128 per cent); Mainland China (98 per cent). Further in de- 
scending order were North America, Oceania, the Near East, 
the remainder of Asia and, at the end of the list, Western Eu- 
rope with a 35 per cent increase. Production doubled in the 
Soviet complex of countries while it rose only by one-half the 
pre-war level in the remainder of the world (Table II). 

The relative geographical distribution of textile production 
has been significantly altered. The share of the Communist bloc 
of world production expanded from 21.4 to 28.4 per cent. Latin 
America increased its proportion from 4.1 to 5.6 per cent and 
Africa, from 0.4 to 0.7 per cent. On the other hand, Western 
Europe saw its relative position drop from 28.4 to 23.2 per cent; 
the Far East (other than Mainland China) from 22.5 to 17.6 
per cent. The shares of the other regions, North America, Near 
East and Oceania were relatively unchanged. These ratios will 
be further altered as new textile production facilities are con- 
structed. 

Among the non-Communist countries, the sharpest gains in 
textile production took place among those with the lowest de- 
gree of industrialization in 1953. The average rise in textile pro- 
duction for countries with less than $50 per capita value added 
in manufacturing between 1953 and 1958 was 32 per cent, and. 
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for countries with $50-$99 value added, the increase was 43 per 
cent. These gains are to be compared with a 6 per cent rise for 
nations with $100-$199 per capita value added and 1 per cent 
for countries with value added of $200 or over.” 


Worwp TEXTILE Exports DECLINE RELATIVE TO OUTPUT 


The growth in world textile production has spelt a reduction 
rather than an increase in the total volume of world textile ex- 
ports. The pre-World-War-I peak was attained in 1913 with a 
volume of 1.8 billion metric tons. During the twenties this total 
dropped slightly to 1.7 billion metric tons. The depression of 
the thirties cut this total to 1.3 billion metric tons in 1938. 
World trade in textiles fell from 25 per cent of world consump- 
tion in the first decade of the century to 15.8 per cent in 1938. 

The devastation of local economies by World War II and the 
great need of clothing and textiles for industrial uses in the im- 
mediate post-war years promoted a temporary expansion of 
trade. But it is probable that the new peak was reached in 1957 
with a total of 1.857 billion metric tons. World trade repre- 
sented 13.6 per cent of total production. The volume dropped 
again in 1958 and may not have regained 1957 levels in 1959 
(Table III). 

Past trends point to the further contraction in the rate of tex- 
tile exports of total world production and a minimal increase in 
the actual physical volume. Cotton textile exports, the major 
component of all textile trade, rose only 4 per cent between 
1938 and 1957. Their share shrank from 72 to 51 per cent of 
total textile exports. As between cloth and yarn exports, the 
former increased by 7 per cent and the latter declined by 25 
per cent. The latter drop reflects the expansion of cotton spin- 
ning facilities in developing countries. Among the non-Commu- 
nist countries the 1958 physical volume of cloth exports actually 
were below pre-war levels and the proportion of exports to total 
domestic cloth production dropped from 21 per cent in 1936-38 
to 13 per cent in 1958. Similarly, as to cotton yarn, the physical 
volume of exports from these countries declined from 176 to 
126 thousand metric tons between 1949 and 1958 and the ratio 


* United Nations Statistical Office, Patterns of Industrial Growth, 1938-1958 
(New York, 1960), pp. 90-93. 
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of exports to production contracted from 4.1 to 2.3 per cent.® 

The fact that wool spinnable products (principally tops) rep- 
resented 41.1 per cent of the woolen exports does not augur 
well for the future of these exports even though they rose by 
106 per cent from 1938 to 1957. Major top importers have al- 
ready announced plans for building their own combing mills 
so that these markets will be reduced. 

Rayon textile exports increased by 194 per cent between 1938 
and 1957, and by the latter date other synthetic textile exports 
were available. The latter accounted for slightly more than | 
per cent of the total world textile exports and 7 per cent of the 
world production of synthetic products. 

Some changes also took place in the rank of the principal sup- 
pliers. Western Europe increased its share of the world textile 
export market from 48 in 1938 to 49.8 per cent in 1957 pri- 
marily because of the expansion of rayon and synthetic textile 
exports. The Far East, principally Japan, suffered reductions 
in each fibre product export field. North America, on the other 
hand, raised its per cent of the world export market from 1938 
to 1957 from 3.6 to 7.8 per cent but this ratio has fallen in later 
years. 

The share of the Communist countries in world exports re- 
mained about the same, about 8 per cent, as shipments from 
Mainland China offset the drop from Eastern Europe. Latin 
America, the Near East, Africa and Oceania, which accounted 
for less than one half of one per cent of exports in 1938, con- 
tributed 4 per cent of the total in 1957. 

Western Europe, the traditional major source, dropped to 
second place behind Japan as the leading supplier of cotton 
textile exports. The volume of Western Europe cotton textile 
exports in 1957 was 19 per cent below that of 1938. These ex- 
ports increased during this period by 300 per cent from the 
Near East, 139 per cent from North America and 100 per cent 
from Latin America. North America boosted its share of the 
total cotton textile exports from 4.1 per cent in 1938 to 10.4 per 
cent in 1957. Subsequent developments deflated this achieve- 
ment. 


*International Cotton Advisory Committee and Commonwealth Economic 
Committee. 
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Western Europe held its relative position in the wool product 
export total, accounting for 81 per cent in both 1938 and 1957. 
The development of exports by Oceania (18 thousand metric 
tons in 1957) and Latin America (14 thousand) enabled these 
regions to absorb the relative decline in the Far East’s position, 
which fell from 12.5 to 5.6 per cent of the total between 1938 
and 1957. In rayon and synthetic textile exports, the Far East 
did not keep pace with the sharp gains in exports scored by 
North America and Western Europe and the latter assumed 
first place among world suppliers, accounting for 47.1 per cent 
of the total in 1957 compared to 40 per cent for the Far East. 

The expansion of cotton textile production throughout the 
world has spelt the decline in world trade in these products. As 
rayon and synthetic yarn production increases the world over, 
we are likely to witness the same trend. To a lesser degree we 
may observe similar developments in woolen products. The 
relative volume of international trade in textiles will probably 
continue to drop. 


TRADITIONAL EXPORTING COUNTRIES GENERALLY 
SUFFER LOSSES IN FOREIGN MARKETS 


The impact of these developments has been felt most 
strongly by the pre-war textile exporting countries. Their po- 
sition has been impaired. Nine countries in 1938 had textile 
product export balances in excess of 5 per cent of domestic tex- 
tile fibre mill consumption. Their net export balance amounted 
to 901,000 metric tons and constituted 71 per cent of all net ex- 
ports. By 1958, their net export balance had dropped to 771,000 
or 14 per cent, and they comprised less than half of the national 
textile net exports. In the latter year six new countries became 
substantial net exporters (i.e., export balances exceeding 5 per 
cent of domestic consumption) with a net export balance of 
127,000 metric tons. 

The contraction of exports has severely hurt the economies 
of the traditional exporting countries. The net export balances 
of the nine principal exporting nations in 1938 constituted 47 
per cent of their total textile mill fibre consumption. Net ex- 
ports accounted for 50 per cent or more of the production of 
Belgium-Luxembourg (77 per cent), Italy (72 per cent) and 
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Japan (50 per cent). By 1958, the ratio of export balances to 
domestic operations in these countries had dropped to 34 per 
cent. Two countries, Japan and Portugal, reported a rise in this 
ratio, but the other seven registered drops, with the sharpest 
declines occurring in the United Kingdom (from 45 per cent 
to 22 per cent), Italy (from 72 per cent to 37 per cent) and 
Czechoslovakia (from 27 per cent to 11 per cent). 

The largest new net exporting country is India, with an ex- 
port balance of 69,000 metric tons in 1958, representing 8 per 
cent of domestic mill consumption, followed by Egypt, with an 
export balance of 18,000 metric tons. The other new countries 
with a substantial export balance in 1958 were the Netherlands, 
Hungary, Mexico and Uruguay. 

These changes in the position of exporting countries reflect 
the marked shifts in the importance of exports from individual 
countries in the individual fibre markets between 1938 and 
1958. In cotton textiles, Japan retained its position as the larg- 
est net exporter in spite of a decline in its balance of cotton 
product trade from 247 to 153 thousands of metric tons. The 
United Kingdom, dropped from being the 2nd largest net ex- 
porter in 1938 (202,000 tons) to the 13th place in 1958 (10,000 
tons). Substantial reductions in cotton textile export balances 
also took place in Italy (from 64 to 32 thousand tons), France 
(from 54 to 34 thousand), the United States (from 34 to 15 
thousand) and Czechoslovakia (from 22 to 14 thousand). 

On the other hand four pre-war net importers of cotton prod- 
ucts became in 1958 major exporters. India, with an export 
balance of 88 thousand tons in 1958, is the 2nd largest net ex- 
porter; Mainland China is 3rd, with 52 thousand tons; Hong 
Kong, 7th with 24 thousand; and Egypt, 8th, with 18 thousand 
tons. With the exception of Portugal, whose export balance in- 
creased from 5 to 18 thousand tons, none of the countries with 
a substantial export surplus in 1938 had as large a balance in 
1958. 

In the wool textile market, four of the five pre-war net wool 
textile exporters (United Kingdom, France, Italy and Belgium- 
Luxembourg) increased their net exports substantially in the 
post-war period. But Japan reduced its trade balance from 12 
to 8 thousand metric tons between 1938 and 1958. ‘The three 
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major wool-producing nations (Uruguay, Australia and Ar- 
gentina) shifted their wool textile trade position from a net im- 
port to a net export balance during this period, with vy it 
recording a net surplus of 10 thousand tons in 1957 (the latest 
available date); Australia, a surplus of 9 thousand in 1958 and 
Argentina, 4 thousand tons in 1958. 

The three major pre-war net exporters of rayon and synthetic 
textile products retained their pre-war positions in 1958. Japan, 
with net exports of 174,000 metric tons, was the only one of the 
three to increase its net exports; Italy reports a net export of 
34,000 metric tons; and France, 32,800 metric tons. The United 
Kingdom, which had been in fourth place, was lowered to sev- 
enth place with a sharp drop in net exports to 20,500 metric 
tons. The new exporters of rayon and synthetic textile products 
were the United States, with 33,700 metric tons, in 1958; Neth- 
erlands, with 21,800 metric tons; and West Germany with 
15,700 metric tons. 

The world trade map for rayon and synthetic textiles is likely 
to change as more countries develop their own sources of fibres 
and subsequently learn to use the products. The decentraliza- 
tion in the sources of world trade experienced in the cotton 
textile industry is likely to be reproduced in this field. 


DECLINE IN DEGREE OF RELIANCE ON IMPORTS 


The decline in the general level of exports reflects the grow- 
ing number of countries which have achieved a balanced textile 
trade position, and reduced the proportion of domestic mill 
fibre consumption being supplied by imports. 

Of the eight countries with a balanced textile trade position 
in pre-war years (trade balances of less than 5 per cent of their 
domestic mill fibre consumption), four were moderate net ex- 
porters, three were net importers and one was almost perfectly 
balanced. One of these countries (the Netherlands) has since 
become a substantial net exporter. The other seven have re- 
mained in a balanced position. These include the United States, 
Spain, Germany, Poland, USSR, Brazil and Mainland China. 


A host of new countries have been added to the list of bal- 


anced trade nations. They include Roumania, Argentina, Chile, 
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Turkey, Taiwan and Pakistan. The levels of output have risen 
markedly in these countries and several of the nations, such as 
Turkey and Pakistan, are actively seeking to increase exports 
and become major exporting nations. A number of smaller 
countries have also become net exporters but their volume is 
not sufficiently large to count them among the principal ex- 
porters. In the cotton textile field, we could add to this list of 
balanced trade nations, Colombia, Mexico, Greece, Yugoslavia; 
in wool textiles, Brazil and Union of South Africa; in rayon 
textiles, Brazil, Colombia, Cuba, Mexico and Yugoslavia. 

Net importing countries are relying to a lesser and lesser de- 
gree on imports, despite the sharp rise in consumption. Among 
43 such countries, net imports constituted less than 10 per cent 
of domestic consumption in 4; 10-19 per cent in 5; between 20 
and 40 per cent in 8; between 40 and 60 per cent in 4; and 60 
per cent or more in 22 countries. 


OLDER TEXTILE COUNTRIES ARE SUFFERING FROM CONTRACTION 


The contraction of the textile industry in several older coun- 
tries is also being accelerated by an increasing volume of im- 
ports into the countries. The United Kingdom, for example, 
has experienced a rising volume of imports at the same time 
that it has been losing many export markets. The United States 
export markets built up in the early post-war period have been 
dwindling as textile imports have been rising. 

In Canada and Denmark, net imports of textiles are taking 
up larger and larger proportions of their domestic markets. 

Rising productivity is reducing the size of the textile industry 
and the number of its employees. This trend is mirrored in the 
declining numbers of mule spindles and non-automatic looms. 
At the end of 1958, less than 10 per cent of all spinning spindles 
were of the older mule type and this number will be drastically 
cut with the scrapping of large numbers of these spindles in the 
United Kingdom and other European countries. At the end of 
1958, forty per cent of all looms in place were automatic and 
the ratio is increasing constantly. 

Manhour output has been rising at the rate of approximately 
four per cent per year in the United States and no doubt similar 
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advances have been experienced in other countries. A recent 
study of the Japanese cotton spinning industry indicates that 
output per manhour increased by 186 per cent between 1947 
and 1956.4 Manhours per 100 kilograms of cotton yarn had 
dropped by 1956 in the Swedish spinning industry to almost 
half of the number required in 1938 and 70 per cent of the 1946 
level.® In Austria a study based on a similar measure shows that 
productivity had increased some fifty per cent in cotton spin- 
ning mills from 1950 to 1956.° 

The number of machines in the industrialized nations of 
Western Europe and North America has contracted since the 
war while it has expanded at a rapid rate in the rest of the 
world. The number of cotton spinning spindles in place in the 
ten Western European and the two North American countries 
which have curtailed operations fell from 96.6 million in Janu- 
ary 1939 to 64 million in December 1958, a decline of 34 per 
cent. The spindles in place in other non-Communist countries 
jumped from 30.2 to 45.1 million during this period, a rise of 
49 per cent. The Communist bloc countries also scored a sub- 
stantial gain, from 20.8 to 25.5 million or 22 per cent. The 
Western European countries with the largest capacities before 
the war suffered the largest percentage declines in spindlage: 
United Kingdom (45 per cent), West Germany (51 per cent) 
and France (36 per cent). 

This shrinkage in spindle capacity has been associated with a 
drop in mill fibre consumption in one-half of the twelve coun- 
tries affected (United Kingdom, United States, Canada, Bel- 
gium-Luxembourg, Denmark and Italy). In the remaining six 
(West Germany, France, the Netherlands, Austria, Switzerland 
and Sweden) mill fibre consumption has actually increased. 

Cotton looms in place have followed a similar pattern. Most 
countries which reduced spinning capacity also scrapped weav- 
ing equipment. Austria was the only exception among the 10 
Western European countries which curtailed spindlage, increas- 
ing looms by 8 per cent between 1936 and 1958. In the Far East, 

*“W. H. Miernyk, “Postwar Productivity Changes in Japanese Cotton Spin- 
ning,” Monthly Labor Review, July, 1960, p. 700. 

‘European Productivity Administration, Productivity Measurement Review, 


May, 1959, No. 17, pp. 56-59. 
* Ibid., August, 1956, No. 6, pp. 35-36. 
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the number of looms in Japan fell by 5 per cent between 1938 
and 1958 while India scored a modest gain of 2 per cent and 
Pakistan installed 28,000 looms where none had existed before 
the war. 

The geographical distribution of wool textile machinery has 
been drastically altered since the pre-war period. The number 
of installed combs declined in the United Kingdom, United 
States, Canada and France, but increased in Argentina, Aus- 
tralia, Belgium, Italy, Japan, Norway, Portugal, Spain, Switzer- 
land and Turkey, among others. The contraction in wool spin- 
ning equipment has been more widespread, with the following 
countries registering substantial declines in the number of spin- 
ning spindles in place over the past twenty years: United States 
(reduction of 64 per cent), France (48 per cent), Sweden (35 per 
cent), Belgium (25 per cent), Poland (24 per cent), Bulgaria 
(20 per cent), United Kingdom (17 per cent), Canada (9 per 
cent), and Switzerland (4 per cent). On the other hand, substan- 
tial increases in spindlage have taken place, particularly in 
countries with only a small pre-war wool textile industry, e.g., 
Turkey, Greece, India and Argentina, each of which expanded 
spindlage by more than 100 per cent since 1938. Two countries 
with major productive capacity before the war, Japan and Italy, 
have also boosted their spindlage, the former by 54 per cent and 
the latter by 33 per cent. Other countries which have increased 
wool spinning capacity are Spain (54 per cent), Portugal (13 
per cent), Norway (11 per cent) and Australia (10 per cent). 

The rate of shrinkage in woolen looms was usually in line 
with that of spindles but in the United Kingdom and Switzer- 
land, weaving capacity was reduced appreciably more: 47 per 
cent for looms, 17 per cent for spindles in the United Kingdom 
and 33 per cent for looms, 4 per cent for spindles in Switzer- 
land. In Canada, the number of looms increased slightly while 
spindlage declined by 9 per cent and in Bulgaria a 20 per cent 
decline in spindlage was accompanied by a 4 per cent increase 
in looms. 

Countries which increased their number of wool spindles 
generally installed more looms. Exceptionally large increases in 
looms in relation to spindles occurred in the following: Argen- 
tina (153 per cent increase in spindles, 221 per cent in looms), 
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Portugal (13 and 41 per cent, respectively), Australia (10 and 30 
per cent) and the Netherlands (no increase in spindles and 9 
per cent increase in looms). Smaller than proportionate in- 
creases in looms to spindles occurred in Japan and Italy, and 
in Spain and Hungary the number of looms declined while 
spindlage increased. 

The decline in wool textile capacity has not been accom- 
panied by reductions in mill consumption of wool from pre-war 
rates, except in Canada. In a few countries (Switzerland, Greece, 
India) mill fibre consumption has changed very little, but in 
the remaining producing countries, consumption has risen. 
However, in the United States and the Netherlands the trend 
of mill consumption of wool has been downward since 1951. 

Textile employment has fallen sharply in recent years in 
Northern North America and in most Western European coun- 
tries. Four countries reported losses between the pre-war years 
and 1954 (Italy, 18 per cent; France, 10 per cent; United States, 
9 per cent; and United Kingdom, 3 per cent). Ten countries, 
including six additional ones, recorded a shrinkage in employ- 
ment between 1954 and 1958. The net employment in the latter 
year was lower than the pre-war level in these countries: Can- 
ada, 30 per cent; France, 27 per cent; Italy, 26 per cent; United 
Kingdom, 23 per cent; Belgium, 21 per cent; Denmark, 20 per 
cent; United States, 18 per cent; Sweden, 17 per cent; Norway, 
6 per cent; and Switzerland, | per cent. Evidence points to 
further drops in employment in these and other countries. 


DISPLACEMENT PROBLEMS 


The size of this potential problem of adjustment resulting 
from the displacement of domestic by foreign textiles and rising 
productivity is indicated by the presence of ten million textile 
workers, including home spinners and weavers employed in the 
non-Communist world. Of these, about 3,800,000 are in Europe 
with one-half in the European Economic Community. Another 
1.1 million are in the Northern North American area. They 
constitute 12 per cent of total employment in the mining and 
manufacturing industries of Europe and 7 per cent of the 
Northern North American area. In Asia some 4.3 million per- 
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sons are engaged in the manufacture of textiles, including the 
Indian home spinners and weavers. They represent 26 per cent 
of the total mining and manufacturing employment on this 
continent. 

The countries with contracting textile industries have re- 
acted variously to the challenge of shrinking employment in 
this industrial area, A number of countries enjoying full em- 
ployment within the national economy have been able to pro- 
vide alternative jobs for many displaced workers. This adjust- 
ment was practical not only in the larger labor markets with 
diversified employments, but also in smaller markets where 
specific arrangements could be made. Training programs have 
been organized to prepare the workers for the newer occupa- 
tions. In the Manchester region in England, the growing elec- 
trical goods industries have absorbed many workers. Textile 
workers in the larger Swedish cities have similarly been shifted 
in great numbers to expanding industries. But even in these 
areas, the transition has not been painless. Local labor market 
agencies and unions have been very helpful in arranging for 
the shifts. But some people, particularly older males and 
women, have been unable to find jobs and have been forced 
into involuntary retirement. 

The above two countries have facilitated the movement of 
displaced textile workers to areas of labor shortage. The em- 
ployment offices have funds to help move people and in some 
cases to cover the differences in the cost of maintaining double 
households in the adjustment period and finally to assist in 
transferring the whole family. Several countries have encour- 
aged local economic redevelopment where mill closings have 
caused chronic unemployment in an area. Such programs are 
being promoted in the United Kingdom, France, Belgium and 
the Scandinavian countries. The system of licensing new in- 
dustrial construction in the United Kingdom has been very 
helpful in stimulating the dispersal of new industry to de- 
pressed areas. 

In the United States many textile communities have re- 
mained distressed for many years and still are in difficulty. Al- 
ternative employments have been few in number. The continued 
high national level of unemployment has discouraged any 
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special search for the location of new plants in areas of large labor 
surplus. Many textile workers have therefore remained unem- 
ployed for long periods of time and have finally been forced to 
turn to their family for maintenance and support. 

In the United States, many mills are located in smaller com- 
munities—one-industry towns. The closing of the principal mill 
or a number of them prostrates the community and also leaves 
workers with few alternative opportunities. While the skills of 
the displaced workers could be adapted to many new types of 
employments, there are typically few expanding industries 
within the affected areas in the Northern New England states, 
New York, Pennsylvania and the South. These are districts 
which even during the economic peak experienced a net exodus 
of population because local opportunities had been limited. 
The closing of the textile mills aggravated an already difficult 
employment problem. The immediate prospects for full em- 
ployment in these areas are slim indeed unless wholesale and 
far-reaching development programs bring in new industry. 

The impact of labor displacement has been minimized in 
nations with full employment or active economic programs for 
achieving full employment on both the national and local levels 
and programs for assisting displaced workers to adapt, either 
locally to new jobs or move to labor shortage areas. Even in 
these countries jobs have not been available for all textile 
workers. In some instances severance pay provisions for the dis- 
placed, even when supplemented by unemployment benefits, 
have been scarcely adequate to sustain textile workers and help 
them bridge the full period of unemployment or the time until 
retirement. 

Whatever may be the difficulties encountered in countries 
with programs for helping displaced textile workers, personal 
setbacks and tragedies have been numerous in countries with- 
out these plans.’ 

The responsibility of developing, improving and administer- 
ing programs of adjustment is national. But in the absence of 


such provisions, and without alternative employment oppor- 


7 U.S. 85th Congress, 2nd Session, Senate Interstate & Foreign Commerce Com- 
mittee, Subcommittee, Problems of the Domestic Textile Industry Hearings, V. 1, 
pp. 276-401; 600-639; 726-768; 843-903; 1008-1041; 1062-1122; 1406-1602. 
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tunities, it is not surprising that textile workers threatened by 
displacement from technological change, the shrinkage in em- 
ployment, imports and other disturbances should feel strongly 
that they are entitled to a measure of protection. 


IMPORTANCE OF OLDER TEXTILE COUNTRIES TO FUTURE 
DEVELOPMENT OF THE INDUSTRY 


In evaluating the contraction of the textile industry in coun- 
tries with declining physical capacity, employment or actual 
output, the continuing importance of these countries to the de- 
velopment of the world industry must also be noted. Many 
older textile countries continue to be the main centers of textile 
technology, responsible for innovations in machinery and pred- 
ucts, and new high levels of operating efficiency. The major 
producers of textile machinery include such countries as the 
United States, the United Kingdom, France, Germany, Switzer- 
land, Italy and Japan. The latter became an important factor 
in the machinery field first as a redesigner of machinery, skill- 
fully adapting existing textile equipment to the needs of the 
developing countries which require low-cost equipment, and 
more recently as an innovator of new types of machines. Basi- 
cally, the source of most impending developments and new 
machinery still remains the older textile countries, several of 
which are finding their own industries contracting. 

Similarly, the highest levels of operating efficiency may be 
found in the older countries. The highest level of productivity 
has been achieved in Northern North America, which in terms 
of the value added per person engaged, produced $4,400 per 
person (in 1948 U.S. dollars) in 1953. The next-highest value- 
productivity in the free world was achieved by the countries of 
Oceania, with $2,400 value added per person engaged; followed 
by European Economic Community countries, with $2,000. 
The average for all Western European countries was $1,800. 
Then followed Latin America with $1,000, and lastly Asia, 
with $400.8 

The UN analysis in terms of class of industrialization con- 


United Nations Statistical Office, Patterns of Industrial Growth, 1938-1958, 
op. cit., p. 120. 
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firms the above finding. The highest value added by textile 


manufacture per person in 1953 was in the class with the high. — 


est degree of industrialization: $2,900, followed by the second- 
most industrialized class, with $1,300; class III, $900; and class 
IV, $400. 

The textile industries in the more industrialized countries 
are in an industrial environment which include the most ad- 
vanced management and technical processes. These tend to be 
disseminated among most industries and are therefore also ap- 
plied to textiles. Countries with the highest per capita wealth 
tend to invest more abundantly in the newer and more efficient 
equipment, processes and plants. They are constantly under 
competitive pressure to operate most effectively and tend to 
push to the highest levels of efficiency. 

The traditional textile countries are also the centers of re- 
search in textile technology, chemistry and operating practice. 
The research institutes in the United Kingdom, United States, 
Australia, France, Germany and similar countries are the 
leaders in the field of research. Their investigations have sig- 
nificantly advanced the scientific basis for textile progress. In 
each of these countries, the industries have pressed these institu- 
tions to discover new means to help keep ahead of their com- 
petitors. 

The same type of leadership has been supplied by the ad- 
vanced textile nations in the field of fabric design. The interest 
in such innovation and creativity is of course particularly im- 
portant in countries with the highest standards of living. These 
incentives have stimulated the development of many new fab- 
rics, finishes and textile qualities. The same is true with respect 
to new uses of textiles for clothing, household purposes and 
industrial applications. The revolutionary innovations have not 
come from countries with the developing textile industries. 
These have followed the more modest course of producing 
simpler fabrics, beginning with the coarser and then moving to 
the finer qualities. In the days when the textile product was 
relatively standard, this procedure constituted no handicap, but 
at present when more and more innovation, special engineering 
and development are required for newer uses, the developing 
countries are unable to proceed quickly into the newer areas. 
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One major question raised by this analysis is whether the 
severe contraction of the textile industry in the advanced na- 
tions will so shrink their base as to reduce their resources and 
diminish their investment and expenditures in the technical 
product and style developments needed to maintain the textile 
industry's position in a dynamic economy. If they should limit 
these expenditures, would the world textile industry suffer from 
this drop in innovation? 


IMPENDING PROBLEMS IN INTERNATIONAL TEXTILE TRADE 


The preceding review portrayed the situation and trends 
made evident in the era of post-war expansion and reconstruc- 
tion while severe restrictions on international trade were widcly 
prevalent. These limitations seriously inhibited the full opera- 
tion of many potential developments in such trade and mini- 
mized many impending problems. The analysis of some of these 
problems is of great urgency, not only to the understanding of 
the emerging issues, but also to the determination of a program 
and policy which will be most beneficial to the entire industry 
in all countries and to the economic development of cach of the 
respective nations. 

First, the full play of economic forces in international trade 
has been inhibited by the countries which have feared the dis- 
ruptive impact of the freer flow of trade upon their peoples and 
their industries. They have therefore adopted devices to limit 
the volume of imports, particularly from countries with de- 
cidedly lower levels of costs. For the United States this has 
meant in some cases imports from Western European nations 
and the United States, Western Europe and other advanced 
textile nations have been disturbed by imports from the Far 
East and state trading nations. 

Many restrictive devices have been adopted to limit imports. 
They run the gamut from discretionary licensing, global 
quotas, single country quotas, export restrictions, tariff adjust- 
ments including increases in maximum duty rates, increases in 
most-favored nation rates, minimum specific duties, sliding 
duty rates, anti-dumping duties to tariff quotas. In addition to 
restrictive measures for particular types of goods, individual 
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countries have adopted general or discriminatory measures 
against the imports of certain countries. Japan has of course 
been denied the most-favored-nation tariff treatment by many 
member nations of the GATT. In other instances, import 
restrictions flowed from controls designed to effect a balance 
of international payment. Exceptions have been based on 
one or another of the articles of the General Agreement which 
permit the suspension of trade benefits. 

Restrictions, limitations and denial of the benefits of the 
prevailing tariff rates in case of specific goods, against a particu- 
lar country or as a blanket denial of benefits, have been exer- 
cised with particular severity against Japan, the state trading 
countries and other low-wage or low-cost countries. In the spe- 
cial report by the GATT Executive Secretary on “Restrictions 
and Other Measures Relating to the Problem of Market Dis- 
ruption,” 16 specific actions are reported for textiles and cloth- 
ing, including woolen gloves and other knitted goods. Nine of 
these are directed against Japanese exports. In two additional 
cases, where the restrictions were of a general nature, Japanese 
shipments were the primary reason for action. Hong Kong ex- 
ports were involved in four of the defensive measures adopted 
to prevent serious injury and India and Pakistan exports have 
each been involved in one. Shipments from the Communist 
bloc caused Scandinavian countries to take defensive action on 
three occasions. 

All of the major textile producing countries in Western 
Europe except for Italy, Austria and the Netherlands have 
taken steps to defend themselves against sharply rising textile 
imports. With regard to the three exceptions, Italy’s liberaliza- 
tion program covered 20 per cent of the Japanese exports as 
compared to more than 90 per cent of the exports from the 
dollar areas. Austria and the Netherlands provided no import 
liberalization for Japanese goods and a specific license is re- 
quired for all imports from Japan. 

Action to prevent market disruption from textile imports has 


also been taken by the United States, Canada, Union of South 


Africa, Australia and French West Africa. 
In half of the 16 cases reported, the countries affected by the 
limitation on exports have either agreed to the terms of limita- 
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tion in bilateral negotiations or have themselves initiated the 
action to control exports. In 5 cases, the importing countries 
unilaterally imposed limitations on specific imports and in 3 
cases the problem has been handled by tariff rate adjustments 
in the importing countries. 

Japan, Hong Kong, India and Pakistan have agreed to volun- 
tary or bilateral export quotas to prevent undue market dis- 
turbances in foreign markets. These cases of market disruption 
dealt with on an ad hoc basis point up the developing general 
problem in textiles. With the expansion of textile manufactures 
in the developing nations, the traditional textile producing 
countries are experiencing greater competition in foreign and 
in their own domestic markets. 

Second, the textile producing capacity has been markedly ex- 
panded in many countries previously wholly dependent on im- 
ports. In some instances, they have already begun to export 
products. They stand ready in many cases to encourage further 
exports even if this would require limiting domestic consump- 
tion. The expanded capacity in a number of instances exceeds 
current domestic needs as measured by past prospective levels 
of consumption. With the slightest encouragement, they could 
well increase their output for the international market. 

Already some newer countries depend substantially upon 
textile exports. The nations in which textile exports repre- 
sented in 1959 more than ten per cent of the value of total ex- 
ports were in a descending order as follows: Japan (22 per cent), 
Pakistan (22 per cent), Hong Kong (17.6 per cent), Portugal 
(15.2 per cent) and Italy (11.9 per cent). Textile exports con- 
stituted more than twenty-five per cent of the national value of 
exports, other than food, crude materials, fuels, animal and 
vegetable oils and fats, chemicals and machinery in a descend- 
ing order as follows: Iran (93 per cent), India (75 per cent), 
Korea (64 per cent), El Salvador (48 per cent), Portugal (40 per 
cent), Japan (37 per cent), Singapore (36 per cent), Italy (33 
per cent), UAR-Syria (32 per cent), the Netherlands (28 per 
cent), Hong Kong (25 per cent) and North Borneo (26 per 
cent). The textile industry products were, therefore, extremely 
important in the total of manufactured exports of these coun- 
tries. 
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The state trade countries are also expanding their capacity 
for production and are in position if political policy dictates 
to divert products to the international market. Moreover, they 
are not bound by the pricing criteria which dominate the free 
market. They have in the past been known to sell goods at 
prices considered by other countries to be ‘“‘below cost” and are 
in a position to repeat these ventures which can be most disrup- 
tive to normal trading practices. 

Third, no adequate survey has been made of the differences 
in costs of production among the textile producing centers. The 
dimensions to be considered in such a cost study are numerous 
and would require detailed review. But the significant conclu- 
sion to be drawn from present knowledge is that countries with 
the highest wages and employee benefits are no doubt among 
the most productive. But all countries are not necessarily pay- 
ing a level of wages and benefits commensurate with their com- 
parative productivity. 

The reason for this unusual trend is that textile machinery 
and the technical knowledge have become available on an inter- 
national basis to all nations. Many low-wage, low-benefit, de- 
veloping countries are outfitted with the most modern equip- 
ment. The skills required of employees in the operation of most 
current textile machinery are easily acquired in the newer 
developing countries. The degree of responsibility required of 
persons to tend such machines and perform operations in the 
mill is not of a high order. The resulting qualities of goods can 
generally be fitted into existing markets. If higher levels of 
quality are required for export, special training may be directed 
to specific mills to assure the desired result. 

While impending changes in technology may be of such a 
type as to provide specific advantages to the countries with 
higher capital resources and long established experience and 
expertise in the manufacture of textiles, the new age is slow in 
coming and substantial sectors of the traditional industry may 
in the meantime be eliminated. 

One of the crucial factors therefore in the determination of 
relative position of countries in the international market has 
been the cost of the labor hour and the manner of the utiliza- 
tion of workers in the mills. As for the latter subject, the data 
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are not easily available except for such studies as were under- 
taken by the UN for Latin American countries and overall 
statistical measures of output and manpower.® It would appear 
that the higher wage paying countries do tend to utilize em- 
ployees more effectively and therefore have considerably re- 
duced their manpower requirements per unit of product. But 
this gap has been considerably narrowed under the pressures 
of international competition and through the spread of tech- 
nical information and improvement in the arts of supervision 
and managerial competence reaching even in to the developing 
countries, particularly those now building new textile mills. 

One of the remaining basic elements in the competitive proc- 
ess is the disparity in hourly labor costs. Even as respects this 
more tangible item there is no readily complete international 
measure. A systematic study made of the relative levels of 
hourly wage costs in the European and American textile indus- 
tries by the French National Institute of Statistics and Eco- 
nomic Studies found that, inclusive of social charges, the 
United States average hourly textile wage costs were three times 
as great as the highest European nation (United Kingdom). The 
other countries studied, in descending order of average hourly 
labor costs, were: Switzerland, West Germany, Belgium, 
France, the Netherlands and Italy. The labor cost for the last 
country was 19 per cent below that of United Kingdom.’° 

A comparison of countries solely on the basis of direct cash 
wages indicates that a somewhat different relationship exists. 
The United States remains at the top of this distribution. Fol- 
lowing this country, we find Canada, Sweden, Norway, Israel, 
United Kingdom, Switzerland, Belgium, West Germany, the 
Netherlands, France, Mexico, Italy, Peru, Poland, Japan, India, 
Burma and Taiwan. 

A summary of the money wage relationship places the United 
States about three times above the United Kingdom rate, with 
the latter about two and one-half times the Italian rate, with 
Japan about sixty per cent of the Italian level and Taiwan less 
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® United Nations Department of Economic Affairs, Labor Productivity of the 
Cotton Textile Industry in Five Latin American Countries (New York, 1951), p. 
293. 

“Institute National de la Statistique et des Etudes Economiques, Etudes et 
Conjoncture, No. 3, March, 1960. 
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than half of the Japanese level, making the range from Taiwan 
to the United States a ratio of one to 23. 

Fourth, the expansion of textile industries in some countries 
is currently being financed through international bodies and 
foreign organizations. There is no overall measure of the extent 
of such financing but reports of loans, credit extended by ma- 
chinery companies, loans underwritten by agencies such as the 
American Export-Import Bank and grants by the United States 
International Cooperation Administration indicate that the 
sums involved are considerable. 

One question raised by such international financing of textile 
expansion is the degree to which it should aid in the creation of 
an industry of such size as would enable and impel the new 
industries to seek foreign markets. 

Fifth, disparities in wages, combined as they are with con- 
siderably reduced differences in operating efficiencies and pro- 
ductivity and wide differences in production costs, have created 
the potentialities for widespread structural dislocations in the 
textile industry in the advanced countries should the current 
restraints on trade be reduced. The potential magnitude of 
these disruptions is clearly indicated by the ability of the new 
lower cost textile producing countries rapidly to shift consid- 
erable proportions of their present output and operate more in- 
tensively for the export trade. Such opportunities are constantly 
being sought and rapidly seized upon. 

The capacity of the older textile countries to absorb the ex- 
tensive flow of imports is dependent largely upon their willing- 
ness to see their domestic industries contract at a faster rate 
than they have in recent years and to yield an increasing pro- 
portion of their domestic markets to the new textile producing 
countries. The shift of the sources of world trade to the lowest 
cost areas, primarily the Asian countries, would also endanger 
the ability of the less industrialized western nations such as 
Italy to engage in textile world trade. Presumably competition 
may be centered among Asian and later African producers, un- 
less impending technological developments will favor produc- 
tion by the capital rich nations. Such transfers of operations 
will present formidable adjustment and structural problems to 
the economies of North America and Europe. 
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THE GARMENT PROBLEMS 


The world trade problems of the ready-made garment in- 
dustry are of recent origin. Nevertheless, they have assumed 
acute forms in several specific areas. They are interrelated to 
the study of textiles, because clothing imports represent direct 
imports of textile materials. 

The industry is relatively new in most countries. Beginning 
in the middle of the last century, it spread throughout the 
world only within the last decade. In the pioneering countries 
like the United States, it received its initial stimulus from the 
manufacture of work clothing and military uniforms. More re- 
cently, the industry expanded because men and women in the 
industrialized nations with higher incomes first supplemented 
and then supplanted their home-made and custom-made gar- 
ments by ready-made dress and business garments. At the pres- 
ent time most clothing worn in the United States is ready-made 
as is also a substantial proportion of that used in other indus- 
trialized countries. 

The major producer of ready-made clothing is still the 
United States. The American industry grew slowly but gained 
momentum in the second decade of this century and has grown 
substantially ever since. In the period from 1938 to 1953 for 
which comparative world statistics are available, output of 
clothing, footwear and made-up textiles in the Northern North 
American region (United States and Canada) rose by forty per 
cent, a rate not equalled in any continent. The increase in the 
Oceania area was 30 per cent and Europe, only 14 per cent. But 
since 1953 the area of greatest growth shifted from North 
America to Asia where production jumped by 1958 to 64 per 
cent. The countries of the European Economic Community 
reported an increase of 27 per cent whereas the gain was smaller 
in the remainder of Europe and insignificant in Northern 
North America.” 

The ready-made garment industry has only begun to estab- 
lish itself in Latin America and is still quite limited in Africa. 
Only 3.3 per cent of the value added in 1958 by the clothing, 
footwear and made-up textiles industry in the non-Communist 


United Nations Statistical Office, Patterns of Industrial Growth, 1938-1958, 
op. cit., p. 81. 
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countries was in Latin America and the percentage for Africa 
and the Middle East was 1.4 per cent. Despite the expansion in 
Asia, the per cent was still only 6.3 per cent. Europe contrib- 
uted 35.5 per cent and the two Northern North American coun- 
tries, 51.3 per cent of the value added by this world industry. 

The upsurge of the garment industries is associated with the 
rise in the per capita income and the relatively low prices of 
ready-made clothing. As income increased, people became more 
receptive to the purchase of clothing made outside of the home. 
As mass production procedures reduced the costs of manufac- 
ture, as sizes were standardized and quality and style improved, 
more and more people were willing to accept ready-made cloth- 
ing. Advertising and promotion did much to encourage broader 
consumption. Moreover, innovations by garment manufacturers 
resulted in new garments and items of apparel which stimulated 
the further growth of the industry. These forces converted the 
mass of consumers into purchasers of ready-made clothing. 
After penetrating the simpler and staple garment markets, the 
clothing industries have taken over more and more sectors of 
the fashion trade. 

Two trends have stimulated the growth of the textile indus- 
try in Asian countries. First, western dress has been accepted so 
that a need has arisen for lower-priced ready-made clothing. 
The simplification of manufacturing methods and the ready 
availability of the sewing machine encouraged this develop- 
ment. Second, a number of countries organized export indus- 
tries generally at the instigation of representatives of the im- 
porting countries. Production mounted, employment increased 
and garment factories have become increasingly more impor- 
tant elements in the total economies. 

Until the appearance of the ready-made garment industry, 
there was little possibility for a sizable volume of world trade 
in clothing. Countries were self-sufficient since they produced 
for their own needs. Such trade as existed in wearing apparel 
was limited in scope and confined to high-quality or high- 
fashioned items or specialities. Britain sold men’s overcoats; 
Paris produced gowns for export. Other countries sold their 
handicraft. Some special items loomed large such as hand-sewn 
handkerchiefs and gloves or hand-embroidered women’s and 
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children’s garments. The only volume item in trade was cheap 
work clothing. 

The dollar volume of apparel imports for the world has been 
relatively small. In 1958, the total imports of clothes, not furs 
(SITC Group 841) amounted to some $638 million, with one 
quarter of that volume being received by the United States. 
Countries obtaining imports between $55 and $65 million were, 
in declining order, West Germany, Canada, United Kingdom 
and the Netherlands. Five countries with imports between $40 
million and $20 million were, in declining order of value of 
imports, Sweden, Belgium and Luxembourg, Norway and Rho- 
desia. The nations with imports valued between $17 million 
and $10 million were, in order, Malaya, Denmark, Australia 
and Hong Kong. 

These imports on the whole were of relatively minor signifi- 
cance in most countries when measured by the total volume of 
national garment production. Imports into the United States 
of $175 million in 1958 represented less than 2 per cent of 
domestic garment output but they disrupted several local mar- 
kets sufficiently to create considerable consternation. In Great 
Britain, the ratio of apparel imports to total clothing expendi- 
tures was below the two per cent level. 

Most of the garment trade of the European countries is with 
neighboring countries. More than 90 per cent of the imports of 
the OEEC countries came from other member countries. More 
than half of the exports from the OEEC countries were destined 
for other member countries. 

The emergence of two large new Asian exporters and the 
imminent appearance of new garment capacity for exports in 
other Asian countries have changed the nature of the problems 
of international apparel trade. The Japanese apparel industry 
grew in the post-war years not because of the saturation of its 
own market but because it was organized primarily for exports. 
The market for this new capacity was not Southeast Asia, the 
traditional Japanese outlet, but the United States, Canada and 
then Western Europe. Japanese apparel exports to the world 
markets increased between 1953 and 1958 from $37.6 million 
to $148.6 million, a rise of 296 per cent as compared with an in- 
crease of 126 per cent of her total exports. The major target was 
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the Unted States, which received 59 per cent of the 1958 ex- 
ports and Canada which obtained 10 per cent. 

Hong Kong emerged since middle 1950's as the second largest 
exporter of apparel. Its low costs of production and its strategic 
position enabled it to build up a market. But its growth was 
stimulated by Japan’s voluntary acceptance in 1957 of limita- 
tions on its cotton garment exports. Native and foreign pro- 
ducers, including Japanese interests, immediately expanded 
Hong Kong production for export. The value of exports there- 
fore rose from $39 million in 1953 to $92 million in 1958, with 
more than half of these additional exports going to the United 
States. Exports to the United States in 1953 amounted to less 
than one-half of one million dollars, but they rose to $26 mil- 
lion in 1958 and expanded markedly in 1959. The United 
Kingdom is the second largest market providing an outlet of 
less than half of the volume sent to the United States. Both 
Asian countries have counted largely on their low labor costs 
to undersell producers of staple items in the importing countries. 

As a result of this favorable experience, evidence is accumu- 
lating that a number of other Asian countries, such as Taiwan, 
Okinawa, India, Pakistan and South Africa and Caribbean 
countries are tooling up to produce garments for exports. It is 
more than likely also that a number of Latin American and 
African nations will also seek to join the ranks of apparel ex- 
porting nations as they recognize the advantages they enjoy in 
the production of simple staple apparel items. Competition 
among the exporting countries will become most intense. 

The problems experienced by importing nations such as the 
United States stem from four different sources. First, the pro- 
duction in the exporting nations are highly concentrated in 
several export items with the consequence that they impact 
strongly on several limited fields. Second, the lower prices for 
these goods also tend to break the price levels for these items in 
importing countries with consequent pressure upon the domes- 
tic industry to liquidate production. Third, the price disturb- 
ances tend to spread within the industry and weaken its entire 
price structure, as manufacturers move from the affected areas 
of production to new fields. Fourth, the reduction of prices for 
some style items, as in the case of United States silk scarves, has 
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at times lowered the product’s prestige value to the point of 
eliminating its appeal and reducing total sales, injuring both 
the remaining domestic producers and foreign suppliers. 

The social impact of imports to the larger garment producing 
countries transcends in significance the economic repercussions. 
The garment plants tend to be manned primarily by women, 
whose mobility is limited and whose vocational preparation is 
restricted, Women in large cities turn to employment in the 
garment industries because they are fitted for the work by prior 
home experience and because it can be easily dovetailed with 
their pattern of life. If the plants are in rural and rural-urban 
areas, they often provide the only real sources of employment. 
The elimination of these jobs often wipes out opportunities for 
the employment of many such persons. 

The exporting countries have also been adversely affected by 
this sudden growth of the garment industry. Having been in- 
duced to build an exporting industry, they have developed a 
considerable reliance upon the American market. The quality 
demands in this market are exceedingly high and fashion and 
style changes occur frequently. Long before the industry in the 
exporting country had begun to reap the advantages of this 
new development it may well find that the demand in the 
United States had changed, leaving them stranded. Such re- 
verses have already occurred on several items. Large-scale idle- 
ness of equipment and manpower was experienced in Hong 
Kong in 1960 as American demand decreased. 

Buyers of these items also tend to make frequent changes in 
their sources of supply to reap more advantages. Being intent 
upon securing products at the lowest prices consistent with 
marketable merchandise, the purchasers have shifted their pur- 
chases from one country to another by getting a new country 
to underbid the former producers. Reinforcing the trend of 
course is the disposition of the garment machinery producers to 
help finance local producers, hoping not only for immediate 
gains but also to stimulate the development of new garment 
industries for local as well as export markets. As a result, the 
course of the new garment industries designed for exports has 
been beset by many difficulties and much disillusionment. Un- 
employment has followed the shift of production from one 
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country to another, sharp price competition has kept wages low 
and encouraged home work and the expansion of cottage in- 
dustries has brought with it many social problems. 

Bilateral understandings and agreements have been reached 
between several countries to stabilize these trade relationships 
and to minimize the disturbances both in the exporting and 
importing nations. Japan voluntarily instituted in 1957 a limi- 
tation on the volume of exports to the United States, Canada 
and a number of other countries. While these initially affected 
only cotton textiles and apparel items, the quotas have been ex- 
tended to other textile and apparel products. Efforts by the 
United States to negotiate a similar agreement with Hong Kong 
have not been successful. Recent quality and style trends have 
reduced the exports from Hong Kong to the United States. 
Bilateral agreements exist between other Asian countries and 
European countries. The elimination of any such restrictions 
could produce a considerable flood of exports which would 
disrupt the markets of the importing nations and create a 
rather insecure economic base in the exporting nations. 


IsSUES IN INTERNATIONAL TRADE 


A crisis in international trade in textiles and garments is de- 
veloping because of a number of pressures. The nations of the 
free world are attempting to attain a condition of freer trade 
and are negotiating for the lowering of tariff rates and the re- 
moval of trade restrictions. They are seeking to accomplish 
these purposes in a manner that would minimize the disruption 
of existing markets and the dislocation of industries at a rate 
in excess of the ability of the domestic economies of advanced 
nations to adjust without serious disruptions. Several nations 
are also attempting to maintain a substantial part of their tex- 
tile and garment industries to assure a diversified domestic in- 
dustrial system. At the same time, the newer developing coun- 
tries are pressing for the export of textile goods which would 
yield foreign exchange with which to finance their internal ex- 
pansion and help raise their standards of living. 

The desire to export textiles and garments has tended to 
encourage the creation of a rising world capacity and has in- 
creased the number of competitors for the still limited export 
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trade. Aggravating the problem still further is the wide dis- 
parity of costs between the older textile and garment countries 
and the newer ones. This disparity reflects to a considerable ex- 
tent the differences in labor rates and earnings, since the inter- 
nationalization of technology and management know-how, 
products and styles has narrowed the areas of advantage enjoyed 
by the industrialized capital rich, higher wage nations. The 
developing countries would like to take full advantage of their 
low production costs to capture an increasing share of the world 
market. The removal of present trade limitations would cause 
wide and quick disruptions and dislocations of industry and 
people in the older textile centers. 

Policies must be found which would equitably reconcile the 
varied goals and interests of all groups and maximize the bene- 
fits and minimize the costs. The first area of review must neces- 
sarily consider the established textile and garment centers. They 
have lost and are likely to continue to lose much of their share 
of the volume of world trade. Then, focusing on their own 
domestic markets, the question is whether the industrialized 
countries shall be permitted to maintain sectors and/or levels 
of production in their national interest. Is it advantageous for 
each major nation or community of nations to maintain an in- 
dustry for the manufacture of textiles and garments so that we 
should recognize the propriety of each to keep defined levels 
of output and exempt this level from the impact of freer inter- 
national trade, and forfeit the advantages of maximum interna- 
tional specialization? Is it desirable from the point of view of 
world textile interests to maintain major sectors of the domestic 
textile and garment industries in the older centers for the pur- 
pose of assuring continuing technical advances in the world 
textile industry? 

Nations such as Japan which at the start of its industrializa- 
tion process had limited natural resources and means of earniag 
foreign exchange and was without scientific manpower and 
capital to create newer technologies and industries and which 
could not secure technical, financial and material aid, may have 
little choice but to use their low labor rates as a prime compara- 
tive advantage in international trade. But most developing na- 
tions have resources which generally can yield great returns 











398 SOLOMON BARKIN 


and in which they do enjoy substantial comparative advantages 
to enable them to earn foreign exchange through such exports 
without having to resort to dependence on textiles. May not 
careful planning and evaluation point to these relatively more 
advantageous areas of development and investment? Is it eco- 
nomically sound for the newer nations indiscriminately to place 
a heavy reliance on textile exports in view of the “low value 
added” by these activities, the existence of a large capacity for 
exports, the serious political and economic problems of older 
countries which such exports will bring in their wake, and the 
highly competitive market? 

The writer believes that careful study should therefore be 
given to the advisability of limiting productive capacity in these 
developing countries for export. The national economic ad- 
visors could do much toward developing sound judgments if 
they considered alternative uses of capital, manpower and 
managerial skills. An international textile coordinating body 
could do much to provide adequate information and counsel 
on the state of textile demand, world trade and possible prob- 
lems resulting from such expansion. The international financial 
bodies particularly should be guided in their advise and loan 
decisions by such information. Such consultation would tend 
in the long run to discourage the construction of excessive 
capacity. 

Each large nation or community of nations should be entitled 
to maintain a textile and garment industry to meet a substan- 
tial part of its own needs. It should not be required to be sig- 
nificantly dependent upon foreign sources. Part of the individu- 
ality of each nation is expressed through its textile and garment 
production. Many have contributed and will no doubt con- 
tinue to innovate designs, products and garments native to their 
culture and way of life which can provide inspiration to other 
nations. Moreover, these industries are essential to the main- 
tenance of a diversified industrial system providing employ- 
ment to a variety of talents, skills and people. 

The substantial elimination of national soft-goods industries 
through international trade would leave a considerable gap in 
the employment opportunities for sectors of the population. 
Certainly, the advanced nations should be permitted to main- 
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tain substantial textile and garment industries to assure new 
methods of production, designs, products, garments and com- 
mercial and manufacturing techniques. The older textile and 
garment centers should be encouraged immediately to reor- 
ganize their industrial structures, modernize their equipment, 
update their products and organize research agencies to be 
better able to cope with competitive pressures from the newer 
developing countries. As for the latter proposal, considerable 
progress is being made in most nations to realize this end. 

Assuming that there should be restraints on the degree of 
open international competition in the textile and garment in- 
dustries, in part also because it is built so substantially on dif- 
ferences in national labor rates and benefits, the question is 
what level of production should be safeguarded and what in- 
ternational conditions should be exacted for such exemptions 
from the overall desire for reducing tariff barriers? First, it is 
suggested that there be a minimum level of textile and garment 
self-sufficiency which should be allowed each major nation or 
community of nations. It may be defined in terms of an his- 
torical level of production. Second, nations should be permitted 
a period for the modernization and reorganization of their in- 
dustries to become more competitive. 

Third, the pace at which imports should be permitted to ex- 
pand should be related to the resilience of the affected national 
economies and their abilities to provide alternative employ- 
ments and uses for capital. Textile and garment industries lo- 
cated in underdeveloped sectors of advanced economies will 
have to be safeguarded for longer periods of time than those 
situated in areas of full employment. Similarly industries situ- 
ated in non-urban areas where alternative employments are not 
easily available and from which migration of the labor force 
would be difficult to arrange, would similarly be protected for 
longer periods. Concurrently, of course, there must be a com- 
mitment by the respective nations to improve the level of na- 
tional economic activity and provide programs for economic 
redevelopment of the affected communities and to institute 
practices and organize facilities for retraining and transfer 
which would ease the total problem of adjustment. 

The volume of imports into an older textile and garment 
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center should therefore not be of such magnitude, given pro- 
grams for maintenance of high employment and labor mobility, 
and adjustment, as would prove unduly disruptive of the in- 
dustry and create great masses of unabsorbed displaced textile 
and garment workers either because of imports or other in- 
ternal trends. 

For the garment industry it is necessary to institute controls 
over contracting practices to eliminate destructive bidding pro- 
cedures and irresponsible shifting of work among nations. 

The developing nations, which would under such a system of 
understanding, enjoy a rising volume of world textile and gar- 
ment trade, should make a concurrent commitment, partic- 
ularly as their primary comparative advantage lies in the field 
of labor costs, to promote higher labor standards for textile and 
garment workers. International labor standards should be spe- 
cifically considered for textile and garment industries. 

An orderly system of adjustment of the volume of world trade 
in textiles could maximize the interests of the established pro- 
ducers and the developing nations, and prevent unfettered com- 
petition producing the destructive results on the international 
level which have inspired protectionist sentiments in the older 
centers, embitterment in the newer ones and tremendous waste 
of people and capital in all nations. 

The international study group recommended in the above 
text could constructively contribute through advice, counsel 
and information toward the attainment of these ends. With a 
proper balance of interests of the different economies of world 
and local interests, labor and capital, technical and management 
groups, there is a distinct possibility of promoting a smoother 
adjustment to the potentially far-reaching changes in the loca- 
tion of the world textile and garment industries.'* 

Since the original presentation of the above paper, sixteen nations have, 
at the initiative of the United States, negotiated an agreement effective for one 
year starting October 1, 1961, permitting importing nations to request countries 
to limit exports to the level of imports obtaining in the fiscal year ending June 
30, 1961, if such imports, “cause or threaten disruption of an importing country’s 


markets.” A long-term agreement to take effect after the conclusion of this in- 
terim understanding is being currently negotiated. 








THE EFFECTS OF CHANGES IN DOMESTIC OR 
FOREIGN DEMAND ON THE BALANCE OF 
INTERNATIONAL PAYMENTS 


Walther Lederer 


TS balances of payments of several of the economically ad- 
vanced countries during the last 10 years or so have created 
major problems for economic analysis and for the determina- 
tion of policies to achieve adjustments toward a reasonable 
equilibrium in international payments. 

During that period the United States has sustained a more or 
less continuous decline in its international liquidity position.? 

The United Kingdom did not sustain such losses, and in fact 
succeeded in raising its reserves somewhat. They remained too 
small, however, to provide the United Kingdom much leeway 
in international financial operations, with the result that, when- 
ever the reserves were threatened, more or less determined ac- 
tions had to be taken to minimize the declines and to regain the 
level considered to be necessary. 

On the other side were countries whose international mone- 
tary reserves were rising, among them particularly Germany, 
Italy, Austria, the Netherlands, Japan, and during more recent 
years also France and Spain. 

The long persistence of this situation raises the question 
whether there is an automatic adjustment mechanism to correct 
imbalances in international payments, whether it operates in 
the case of industrially and financially advanced countries, and 
under conditions such as those found in the postwar period, or 
whether its operation was counteracted by government policies 
in the deficit as well as in the surplus countries. In the latter 
case only a change in these policies in the direction of reducing 

* The author is Chief of the Balance of Payments Division, Office of Business 
Economics, U.S. Department of Commerce but the opinions expressed in this 
paper are entirely his own and do not reflect the position of the Department of 
Commerce or of the United States Government. 

* The change in the liquidity position of the United States may be measured 
by the changes in holdings of gold—and more recently of convertible currencies 
held by the monetary authorities, and changes in demand liabilities which are a 
potential claim against these assets. Even if other definitions are used as a meas- 


urement, the decline was quite evident, although the changes for particular 
periods may be slightly different. 
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interference could be helpful in restoring the balance in inter- 
national payments. 

This paper will examine the effects of changes in demand 
either at home or abroad on the balance of payments, and the 
conditions under which such changes may lead either to an im- 
provement or a deterioration in the liquidity position of a 
country are specified. This examination takes into considera- 
tion the effects of demand changes on transactions in goods and 
services as well as on capital transactions. It attempts to relate 
the changes in the balance of payments to changes in the 
economies of the countries involved, particularly the changes in 
the relationships between production, consumption, savings 
and investments. 

After analyzing the effects of demand changes on the balance 
of payments in general terms, an attempt is made in the second 
part of this paper to differentiate between countries on the basis 
of their competitive position in world markets for goods and 
services as well as for capital. 

These typical cases may not entirely reflect actual conditions 
but the analysis attempted here, although somewhat abstract, 
may provide some help in the search for an explanation of re- 
cent developments, and in the evaluation of methods to remedy 
the current disequilibrium, in international payments. 


Part I 


THE GENERAL RELATIONSHIP BETWEEN THE BALANCE OF 
PAYMENTS AND PRODUCTION, CONSUMPTION, 
SAVINGS, AND INVESTMENTS 


According to familiar concepts, in any country, at any time, 
production P always equals the sum of all incomes earned Y.* 


* The equations used here represent, of course, ex-post identities derived from 
the initial definitions. They do not provide an explanation of the way in which 
these identities are achieved if one side or the other has been changed. Neverthe- 
less, they do indicate that neither side can change without a corresponding 
change in the other, and thus show the changes in the economy of a country 
which must be associated with changes in its balance of payments. Later in the 
paper ex-ante changes in the domestic or foreign demand are assumed, and the 
attempt is made to show the resulting changes in the domestic economy of 
a country and in its balance of payments which should be expected under differ- 
ent conditions, so that the two sides of the equations remain equal. 

The equations used here are kept as simple as possible. They do not conform 
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Incomes equal current consumption C and savings S. Savings 
may be used for net investments at home I, (such as purchases 
of industrial equipment or buildings in excess of those needed 
to replace losses through wear and tear or obsolescence), net in- 
vestments abroad I; and additions to net monetary assets L such 
as the combination of changes in official reserves of gold and 
freely convertible foreign currencies and in offsetting short-term 
liabilities to foreigners. 


Thus P=Y=C+4+h4+ik4+L 
Therefore L=P—C— (Ig + I) 
or L= Y—C— (Ig + I) 


To have an increase in its international liquidity position, a 
country has to have an excess of production over consumption 
plus domestic and foreign investments. A decrease in the net 
liquidity position requires that production falls short of con- 
sumption plus domestic and foreign investments. Or, to change 
the emphasis, an increase in the liquidity position indicates 
that the total of consumption plus investments falls short of the 
amount permitted by the size of the production, and a decrease 
in the liquidity position suggests that the total of consumption 
and investments are in excess of current production. 

In economies in which investments are wholly or partly 
financed with funds obtained from others than those who 
actually purchase the investment goods, savings S which equal 
incomes Y less consumption expenditures C have to be distin- 
guished from investments. 


Consequently: Y=C+S=>C+4+h4+k+L 


or $= Ig + I; -++- L 
and L=S-— (In + Ih) 
in detail to the concepts used in national accounting, nor do they take into 


consideration those cases where national income and product may be different 
as a result of international transfer payments. Income on foreign investments is 
assumed to be part of national income as well as of the national product as a 
remuneration for a service performed by those who provide the capital. Different 
concepts are employed by Gottfried Haberler in “A Survey of International 
Trade Theory,” Special Papers in International Economics No. 1, International 
Finance Section, Princeton University: pp. 31 ff. 

Use of more complicated concepts which would modify the relation between 
income and production would not alter the conclusions derived here, since these 
additional items would presumably remain unaffected by the problems examined 
here, and thus merely be constants in the equations. 
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These equations say that a country has to have an excess of 
savings over domestic and foreign investments in order to in- 
crease its international liquidity position and that its interna- 
tional liquidity position will decline if its savings fall short of its 
domestic and foreign investments. Or, that liquidity can in- 
crease only if the difference between incomes and consumption 
is larger than needed to finance domestic and foreign invest- 
ments, and that liquidity decreases if that difference is not large 
enough to finance domestic and foreign investments. 

An increase in the liquidity position of a country is the result 
of its receipts from abroad exceeding its foreign payments. Re- 
ceipts from abroad are (for simplicity’s sake) identified with ex- 
ports X; payments consist of imports M plus foreign invest- 
ments I;. 


Therefore: L=X—(M + Ij) 


or X—-M—I,= P—C—Ia— I 
or X—M=P—C-—-I,=S-—lIa 


This says that an excess of exports over imports must corre- 
spond to an excess of production over the total of domestic con- 
sumption plus investments. The equation P = C + Ig + X—M 
is the more familiar formulation of the composition of the Na- 
tional Product, but by eliminating foreign investments it does 
not show all of the conditions which are required to change the 
net liquidity position. 

While the conditions expressed in these equations may always 
be valid, the quantities on both sides and the relationships be- 
tween the individual items shown here (or others into which 
they may be broken down) are continuously changing as a re- 
sult of various domestic and foreign developments affecting 
them. Among the latter, of major importance are cyclical de- 
velopments and changes in the competitive position of a coun- 
try relative to the rest of the world in the markets for goods and 
services as well as for capital. 

In the following section these equations are used to analyze 
the effects of changes in cyclical conditions at home and abroad, 
and of relative competitive positions on changes in liquidity. 
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INCREASE IN FOREIGN DEMAND 


Foreign demand may rise as a result of a cyclical upswing 
abroad or as a result of an increase in domestic competitiveness 
in the markets for goods and services. 


If P increases more than C + I, 
or P—C(=S) increases more than I,, 
S — I, or X — M increases.* 


(1) Liquidity will increase if P — C — Iq or (S — Ig) or (X — M) 
increases more than I;. This requires 


a) that the rise in production and incomes does not increase ex- 
penditures on consumption and investments simultaneously (but 
only with some lag), and consequently that the unspent incomes 
result in cash savings (or a decline in the velocity of circulation). 

b) that foreign investments do not absorb the excess of savings over 
domestic investments or—which is the same—rise less than the 
export balance on goods and services. 


(2) Liquidity will decline if foreign investments (I;), attracted 
by the rise in business activity abroad increase more than the 
balance on goods and services (X — M), since L= X — M— |y. 

Because X — M equals S — Ig, I¢ will rise more than S — Ig, 
and I, + I, will rise more than S. 

A rise in total investments by a larger amount than a rise in 
savings requires an (inflationary) expansion of bank credit (or 
increase in velocity of circulation), which in fact corresponds to 
the drop in liquidity. This type of situation would arise, for 
instance, in case domestic or foreign residents borrow within 
the country in order to invest abroad. Such capital movements 
would be induced by low interest rates at home and high inter- 
est rates abroad as business activity abroad is approaching pro- 
ductive capacity and credit is tightened by the foreign monetary 
authorities. 

The loss in liquidity would be smaller, however, if part of the 
rise in foreign investments (I;) is facilitated by a decline in 
domestic investments (Ia). The shift in capital from use at home 
to use abroad and by borrowing at home to invest abroad indi- 


‘The initial impact may be a decline in inventories. In that case S—I, will 
rise because of the decline in I. 











406 WALTHER LEDERER 


cates, for that period at least, that the foreign country is more 
competitive in the attraction of capital than the home country. 


INCREASE IN DOMESTIC DEMAND 


Domestic demand may increase either because of a rise in 
consumption or in investments. In either case C + Ig is likely 
to increase more than P, as some of the additional demand may 
be met from highter imports or by lowering exports. 

If consumption increases, P — C or § will decline; if invest- 
ments rise Ig increase more than P — Cor S. 

In either case, therefore, S — I, declines or X — M declines. 

(1) Liquidity will decline if X — M declines more than I;. In 
that case S — Ig declines more than I;, or 5 declines or increases 
less than Ig + I. The excess of the rise of Ig + I; over the rise 
of S is financed by inflationary credit expansion (or increase in 
velocity of circulation) which is the counterpart to the decline 
in international liquidity. 

(2) Liquidity will increase if X — M declines less than I. In 
that case S— I, declines less than I; or S declines less or in- 
creases more than I, + I,. 

This case would occur if foreign investments were reduced in 
order to raise cash holdings at home to meet the higher require- 
ments for cash resulting from the rising business activity. This 
tendency will be strengthened by a tightening of credit by 
domestic monetary authorities. I, can be reduced also if the out- 
flow of domestic capital is offset to an increasing extent by an 
inflow of foreign capital, attracted, for instance, by the rising 
earning opportunities and higher interest rates. An inflow of 
foreign capital can also occur in the form of foreign advance 
payment on purchase orders (with advance payments exceeding 
deliveries), as long as the competitive position of the home 
country is not impaired by the lengthening waiting periods for 
delivery of the export orders. 


DECLINE IN FOREIGN DEMAND 


Foreign demand may decline because ef a cyclical downswing © 
abroad or a deterioration in domestic competitiveness in the 
markets for goods and services. 
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If exports drop, 
P declines more than C + I, 
or P —C or S declines more than Ig. 
Therefore S— I, declines and, this decline will equal the de- 
cline in X —M5 


[This case is similar in its effect on net exports to that indi- 
cated in II except that there the changes resulted from an in- 
crease in domestic demand (C + Ig) relative to P, while here 
the decline in foreign demand causes P to fall relative to 
(C + I4).] 

(1) Liquidity will drop if X — M declines more than I;. Since 
(X—M) or (S—I4) declines more than I; or S declines more 
than I, + I;, savings must have been supplemented by inflation- 
ary credit expansion in order to finance the investments. The 
decline in liquidity corresponds in size to the newly created 
credit. This case would be representative of those situations 
where attempts are made by governments to sustain domestic 
employment and business activity by offsetting a decline in 
exports through domestic credit expansion. 

(2) Liquidity will increase if X —M declines less than I¢. In 
that case $—Iq declines less than I, or S declines less than 
Iq + I;, cash savings increase as a result of lower foreign invest- 
ments or possibly liquidations of foreign investments. 

This case would reflect a decline in the yield on foreign in- 
vestments as a result of the decline in foreign business activity 
discouraging the outflow of capital. To have an increase in 
liquidity it is necessary, however, that lower investments abroad 
are not completely offset by higher investments at home because 
I, + I; have to remain smaller than S. 


DECLINE IN DOMESTIC DEMAND 


Domestic demand may decline because of a drop in consump- 
tion or in domestic investments. In either case C + I, declines 
more than P, if any part of the decline in domestic demand is 
offset by a rise in net foreign demand. If C declined, P —C or 
S will rise, and so will S— I. A decline in I, will exceed the 


* The initial effect of a decline in foreign demand may be a rise in inventories, 
In that case S —I, declines because of the rise in Iq. 
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drop in P, and therefore in P — C or in S. In both cases, there- 
fore, S — Ig increases, and this increase equals the rise in X — M. 

(This case is similar in its effect on net exports to that 
resulting from a rise in net foreign demand, and consequently 
in domestic production relative to domestic demand, while here 
domestic demand falls relative to production which is partly 
sustained by an increase in net foreign demand.) 

(1) Liquidity will rise if X — M increases more than I;. Since 
X — M = S—I,4, S—Ia increases more than I;, or S increases 
more or declines less than Ig + I;. 

The excess of cash savings over investments corresponds to 
the increase in liquidity. 

This case reflects a condition where the capital flow to foreign 
countries does not increase at all or less than the excess of sav- 
ings over domestic investments would permit although domes- 
tic business conditions are declining. (The marginal invest- 
ments opportunities abroad remain unattractive.) 

(2) Liquidity will decline if X — M increases less than I;. Since 
X — M equals S — Ig, S — Ia increases less than I;, or S increases 
less or declines more than Iq + I,. 

In that case savings are supplemented by credit creation to 
finance the total of domestic and foreign investments and the 
newly created credit corresponds to the decline in liquidity. 

This case reflects a condition where lower interest rates at 
home induce borrowing by domestic or foreign residents in 
order to invest abroad where earning opportunities are higher 
than the cost of capital at home. 


CONCLUSIONS To PART I 


From this analysis it may be concluded, therefore, that cy- 
clical fluctuations at home or abroad do not necessarily have a 
unique effect on changes in liquidity, but that liquidity may 
rise or fall under similar cyclical conditions. Whether or not 
liquidity rises or falls will depend upon the competitive posi- 
tion of a country in the markets for goods and services, as well 
as for capital. 

The liquidity balance can rise only if savings rise more than 
the total of domestic and foreign investments—or if the income 
velocity of money declines. Although an excess of savings over 
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investments is an essential condition for a rise in liquidity, it is 
also necessary that the excess of production over domestic con- 
sumption and investments is purchased by foreign countries. If 
it remains unsold, the excess of savings would merely lead to a 
shrinkage of production. To obtain the rise in liquidity, the 
excess of savings over investments, as well as the superior com- 
petitive position of the country, has to be established. Any one 
of these conditions alone would not be sufficient. 

A decline in the liquidity balance requires that investments 
rise relative to savings, or savings decline relative to investments. 
A growth of investments over savings would occur when an 
expansion of investments is financed through credit creation. A 
decline of savings, while investments are maintained, would 
occur when consumption rises relative to incomes, and either 
the additional consumption or a portion of the investments are 
financed through credit expansion. The rise in domestic de- 
mand has to be accompanied by a deterioration of the competi- 
tive position, however. If that is not the case, it will lead to an 
inflow of capital, or an increase in domestic savings—offsetting 
the creation of new credits. A decline in liquidity, therefore, 
requires also a coincidence of an inferior competitive position 
and a short fall of savings below investments. 


Part II 


Tue Errects oF DEMAND CHANGES ON MARGINAL 
AND PREFERRED SUPPLIER COUNTRIES 


Changes in demand, either domestic or foreign, will have a 
relatively larger effect on the marginal than on the preferred 
producers. The preferred producers will tend to operate closer 
to their optimum level of capacity at which their average costs 
are at the lowest point while the marginal producer will have 
to absorb the major part of the swings in aggregate demand. 

Within any one country, viewed in the context of interna- 
tional trade and competition, both preferred and marginal pro- 
ducers are likely to be found. It is entirely possible, however, 
that enough of the output of a country is produced or sold un- 
der conditions which makes it relatively marginal or preferred 
in international markets so that the country as a whole may be 
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considered a marginal or preferred supplier country. The con- 
ditions which are responsible for pushing a country toward, or 
away from, the margin may affect a large number of industries 
in varying degrees, and consequently be associated with general 
problems affecting the country as a whole, or they may be 
limited to a single industry, but one which has a relatively large 
influence on the country’s output which is subject to interna- 
tional competition. 

In case of a country which is a marginal supplier, changes in 
demand, both domestic or foreign, therefore, will have rela- 
tively large effects on domestic production. Thus, if the change 
occurs in foreign demand it will have a relatively large and 
parallel effect on X — M: a rise in foreign demand will result 
in steeply rising exports and in declining imports; a fall in 
foreign demand will result in steeply falling exports and in ris- 
ing imports. If a change occurs in domestic demand, it will to 
a relatively large extent be absorbed by domestic production so 
that the effects on X—M will be relatively small but in op- 
posite direction from the change in demand. The trade balance 
of the countries which are to a relatively large extent marginal 
suppliers thus will be more sensitive to cyclical movements 
abroad than to those within their own economies. 

In case of a country which is a relatively preferred supplier, 
changes of demand both domestic and foreign will have rela- 
tively little effect on domestic production (since it is likely to 
be relatively close to optimum capacity). A change in domestic 
demand will have a relatively large and inverse effect on X — M, 
while a change in foreign demand will have a relatively small 
but parallel effect on X — M. The trade balance of the countries 
which are to a relatively large extent preferred suppliers will 
be more sensitive to cyclical movements in domestic demand 
than in those in foreign countries. 

The changes in trade cannot occur, however, without the 
corresponding changes in the relationship between savings and 
domestic investments, since X — M equals S— Iy. To evaluate 
the effects of changes in demand on the liquidity balance, the 
changes in international capital movements between the pre- 
ferred and marginal supplier countries associated with cyclical 
changes also have to be taken into consideration. 
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CHANGES IN DEMAND IN THE PREFERRED SUPPLIER COUNTRY 


A rise in demand in the preferred supplier country would 
tend to be met to a relatively large extent by an increase in 
production in the marginal supplier country, which may be 
assumed to have a relatively large excess capacity. Production in 
the preferred supplier country presumably was close to the 
point of optimum utilization of capacity, at which average costs 
are at a minimum. 

Production in the preferred supplier country may rise above 
the point of optimum capacity utilization as long as marginal 
costs and prices do not rise more than in the marginal supplier 
country. The elasticity of supply in the latter country, which 
is operating below the optimum level of capacity, may be ex- 
pected to be larger, however, than in the preferred supplier 
country, so that the major part of the increase in demand is 
likely to be met from the additional output in the marginal 
supplier country. 

A rise in demand in the preferred supplier country tends to 
have a relatively large effect on world trade with X — M of the 
marginal supplier country increasing and X —M of the pre- 
ferred supplier country decreasing. 

In the preferred supplier country the decline in X—M 
would correspond to a decline in S — I, which could be the re- 
sult of either increased consumption expenditures (in which 
case § would have been reduced) or of higher domestic invest- 
ments (in which case I, would have been increased). 

If the additional demand in the preferred supplier country is 
not directed toward producers in the marginal supplier country 
but toward domestic producers it will, to the extent that it is 
not met through higher production, result either in rising 
prices or in lengthening delivery periods. In both cases the ex- 
pansion of credit (or the rise in the velocity of circulation) which 
formed the basis for the increase in demand would result in an 
increase in savings, and thus in effect neutralize the increase in 
demand. Rising prices would lead to higher savings of the pro- 
ducers of the goods for which the demand has risen. Lengthen- 
ing delivery periods are more likely to result in a rise in cash 
balances by those who have received the additional credits, and 
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the increased demand expressed itself merely in the placing of 
orders, but not in actual purchases. If the prospective buyers 
have to make advance payments at the time the orders are 
placed the rise in credit would result in an increase in cash bal- 
ances by the producers of the goods which have been ordered. 

The rise in prices or in delivery periods may continue until 
the added costs of the goods themselves, or of waiting for their 
delivery equals the added costs of purchasing the goods abroad. 

The rise in demand for domestic products may be considered 
a temporary delay of the decline in the trade balance which 
may be expected from expansion in demand in the preferred 
producer country. The delay may be extended, however, if the 
producers in the marginal supplier country are either unwill- 
ing or unable to attract the additional demand from abroad. 

In the marginal supplier country the rise in X — M will de- 
pend upon the extent to which production increases more than 
domestic consumption plus domestic investments since X — M = 
P—C—I, or S—Iy. It may be assumed, however, that with 
the increase in production and the better utilization of capacity 
productivity per worker improves. In that case aggregate wage 
income and consumption will rise less than output and P — C 
or savings will go up. 

As long as excess capacity is available domestic investments 
are not likely to rise significantly and consequently will not ab- 
sorb the increase in savings. The increase in production will, 
therefore—initially at least—not be absorbed either by domes- 
tic consumption or by domestic investments, thus leaving room 
for the rise in net exports. 

The decline in savings relative to investments in the pre- 
ferred supplier country and the increase in savings relative to 
investments in the marginal supplier country can be expected 
to result in a flow of capital from the latter to the former, and 
thus—in part at least—offset the effects of the changes of the 
trade balances on the overall balance of payments. 

This flow of capital will also be stimulated by the desire in 
the preferred supplier country to expand productive capacity 
and to increase the productivity of the relatively scarce factors 
of production in order to raise the level of production at the 
point of optimum capacity utilization to correspond more 
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nearly to the higher demand. The inflow of capital into the 
preferred supplier country would in part finance the rise in 
domestic investments, and offset, therefore, the decline in S — Ig, 
and consequently prevent the liquidity balance from declining 
as much as the trade balance. 

In the marginal supplier country the outflow of capital will 
absorb some of the excess of savings over domestic investments, 
and to that extent reduce its improvement in the liquidity 
balance which could be expected from the change in the trade 
balance alone. If the stock of liquid capital in the marginal 
supplier country is in excess of current requirements, a rise in 
capital requirements in the preferred supplier country both for 
physical investments and for additional cash holdings could re- 
sult in capital movements from the marginal to the preferred 
supplier country which actually outweigh the changes in the 
trade balances. In that case the liquidity balance in the mar- 
ginal supplier country may even deteriorate, although its trade 
balance improved, while the liquidity balance in the preferred 
supplier country rises at the same time when its trade balance 
falls off. 

On the other hand, if the rise in demand in the preferred 
supplier country goes far enough so that production in the 
marginal supplier country approaches the level of optimum 
utilization of capacity, new investments to expand capacity in 
the latter country may also become attractive. The direction of 
the net flow of capital under these conditions will depend upon 
the respective marginal earnings for capital in the two coun- 
tries. Although the earning opportunities for additional capital 
investments may continue to be higher in the preferred supplier 
country, they may be more balanced than before the output had 
reached the point of optimum capacity utilization in the mar- 
ginal supplier country, and capital movements from the mar- 
ginal to the preferred supplier country are likely to decline. At 
the same time, however, there will be also less room for the 
marginal supplier country to further improve its trade balance. 

A decline in demand in the preferred supplier country will 
have a relatively larger effect on the producers in the marginal 
supplier country and a comparatively minor effect on those in 
the preferred supplier country. The trade balance in the latter 
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country will increase, and in the marginal supplier country it 
will fall. 

In the preferred supplier country the rise in X — M will re- 
place a major part of the decline in domestic demand. The cor- 
responding rise in § — Iq could be the result either of a decline 
in the demand for consumer goods, in which case P — C, and 
therefore S increases, or it could be the result of a decline in 
the demand for investment goods or I,. 

In the marginal supplier country, the decline in X — M re- 
duces production. The decline in production will precede the 
decline in domestic demand either for consumer goods or for 
investment goods. Consequently, P - C— I, or S— Iq will de- 
cline, and that decline will correspond to the decline in X — M. 

The decline in production in the marginal supplier country 
relative to the level of optimum capacity utilization tends to 
reduce productivity, which would prolong the lag in the decline 
of aggregate wage incomes and consumption behind the decline 
in production itself, and, therefore, constitute an added factor 
in the decline in S. This tendency will be accentuated by so- 
called ‘‘built-in stabilizers” in the economy, such as unemploy- 
ment insurance or progressive income taxes, which force the 
Government to divert savings to consumption, or to resort to 
an expansion of credit. Since domestic demand for consumption 
and investments is thus supported, it will fall less than produc- 
tion; S — I, will continue to drop and so will X — M. 

Only when the decline in C + I, catches up with the decline 
in current production will savings (P — C) equal domestic in- 
vestments, and the trade balance which equals $—I, will 
stabilize. Even with a stable balance, both exports and imports 
may continue to decline, however. 

With S — I, in the preferred supplier country rising, and in 
the marginal supplier country declining, it may be concluded 
that capital should move from the former to the latter. With 
production—and profits—in the preferred supplier country rela- 
tively stable, and in the marginal supplier country declining, 
the incentives for investments in the latter country will lessen, 
and the decline in the expected earnings on additional invest- 
ments may very well outweigh the shifts in the relative supply 
of capital between the two countries. The effect of the rise in 
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X—M of the preferred supplier country on its liquidity bal- 
ance is not likely, therefore, to be offset by an outflow of capital. 
In fact, the decline in expected earnings on additional invest- 
ments in the marginal producer country may even stimulate a 
capital flow from the latter to the preferred supplier country 
and thus cause the increase in its liquidity balance to be even 
higher than the increase in its trade balance. This tendency 
would be further strengthened if the marginal producer coun- 
try attempts to lower its interest rate in order to stimulate its 
economy. Such actions may merely lead to an expansion of 
credit which directly or indirectly facilitates an increased out- 
flow of capital. 

On the basis of these considerations it appears that changes 
in demand in the preferred supplier country are likely to pro- 
duce relatively wide swings in international trade and world 
production. An expansion of demand is not likely to be ham- 
pered by balance of payments difficulties and may be expected 
to continue until internal discrepancies between demand and 
supplier or productive capacities develop. A contraction of de- 
mand, on the other hand, will be transmitted to the marginal 
supplier country which in turn will be forced by its balance of 
payments to deflate its economy. The length and intensity of 
the downswing in world trade and world production will there- 
fore depend upon the speed with which the maladjustments 
which have caused the contraction in demand in the preferred 
supplier country are overcome and a new basis for expansion 
of production in that country has been created. 


CHANGES IN DEMAND IN THE MARGINAL SUPPLIER COUNTRY 


A change in demand in the marginal supplier country will 
have a relatively larger effect on producers within that country 
than on foreign producers. The effects on international trade 
and the trade balances which may be expected from changes in 
demand in the marginal supplier countries will in general be 
much less than the effects which may be expected from demand 
fluctuations in the preferred supplier countries. A rise in de- 
mand in the marginal supplier country may originate either 
from the side of consumers or from the side of investors. In the 
first case savings would drop; in the second case investments 
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would increase. In either case § — Iq will decline, and this de- 
cline will correspond to the reduction in the trade balance 
X—M. 

The assumption that a change in demand in the marginal 
supplier country is more likely to be directed toward domestic 
rather than foreign producers, and therefore to have relatively 
little effect on the balance of trade is based on the proposition 
that the marginal producers are more likely to operate below 
the optimum level of capacity than the preferred producers, 
and that the marginal producers can increase their production 
with less rise in marginal costs than the preferred producers. In 
other words, the elasticity of supply is greater in the marginal 
supplier country than in the preferred supplier country. 

An increase in production in the marginal supplier country 
will, therefore, lead to a better utilization of the existing ca- 
pacity and lower average costs, and consequently will result in 
a rise in productivity per worker. This will be further accentu- 
ated for the country as a whole if prior to the increase in de- 
mand the idle working force had been supported by public 
funds. (Support of workers during period of unemployment, in 
effect, shifts labor from variable to fixed costs, so that an in- 
crease in actual use of labor has, in part, a similar effect on 
average costs of the national output as an increase in the use of 
fixed equipment. Productivity thus may not be measured by 
output per work unit actually performed, but output per unit 
potentially available, and actually paid for.) 

If the rise in demand originated with domestic investments, 
production will rise nearly as much, but aggregate labor in- 
come—as a result of the rise in productivity—will increase rela- 
tively less than output. Under these conditions consumption is 
likely to increase less than production, and a relatively large 
part of the additional income will go into savings. Since the 
rise in Iq will, to a large extent, be balanced by the rise in S, 
the decline in S — Ig or in X — M will be small compared with 
the increase in I, or P. 

If the rise in demand originated with consumers the initial 
impact will be a decline in savings. This will result in an equal 
decline in S — I, and in X — M. The drop in both of these mag- 
nitudes will be small, however, if the higher demand will be 
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met by higher domestic production. With idle capacity avail- 
able, and a rising productivity of the labor force, production 
can rise faster than aggregate labor costs (including the costs to 
maintain labor while it was idle), Producer’s incomes conse- 
quently can rise, and the increase in producer’s savings, plus the 
reduction in the Government’s deficit (or rise in its surplus) 
will offset to a large extent the initial decline in consumer's 
savings. The decline in aggregate savings will remain relatively 
small, therefore. Consequently, under the assumed conditions, 
S — I, and X — M are likely to remain small. 

The effect of an increase in demand in the marginal supplier 
country on the preferred supplier country tends to be relatively 
small since its productive facilities presumably are operating 
close to their optimum capacity. Nevertheless, the preferred 
supplier country may attract some of the additional demand, as 
long as the marginal costs of the additional output are smaller 
in the preferred supplier country than in the marginal supplier 
country. As indicated above, however, the rise of marginal costs 
in the preferred supplier country can be assumed to be steeper 
than in the marginal supplier country, and the elasticity of 
supply, therefore, less. 

If the output increases above the optimum level of capacity 
utilization, and consequently results in rising average costs and 
prices, the country will gradually cease to attract the additional 
demand. This tendency will be strengthened as an increase in 
its own demand will be induced, both for additional consumer 
goods and for investments, which would compete with the ex- 
pansion in the foreign demand. Although the initial impact of 
the rise in foreign demand on the preferred supplier country 
led to a relatively moderate increase in P, and consequently in 
P —C, and in S— Ig, the induced rise in C and Iq can be ex- 
pected to push S — Ig and consequently also X — M back closer 
to the position before the rise in demand in the marginal sup- 
plier country started. 

A part of the increase in the trade balance in the preferred 
supplier country may be expected to be temporary, therefore, 
and the more lasting rise in X — M can be assumed, as stated 
earlier, to be relatively small. 

If production in the preferred supplier country is not raised 
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above the point of optimum utilization of its capacity, foreign 
buyers may nevertheless shift some of their demand to that coun- 
try and accept longer delivery periods on their orders. In that 
case the funds that otherwise would have been used to finance 
the increase in X — M of the preferred supplier country will be 
divided: one part will still finance the now smaller rise in 
X — M, the other will take the form of a capital flow to the pre- 
ferred supplier country to serve as advance payments on future 
exports. Domestic buyers in the preferred supplier country pre- 
sumably would also have to take their turn on the order books. 
Lengthening of delivery periods, which represents a rationing 
of the available output, will result in involuntary savings in the 
preferred supplier country on the part of domestic buyers. The 
rise in these savings would, in effect, make room for the higher 
exports, and the increase in S — I, will equal the increase in 
X — M. The lengthening of delivery periods will continue until 
they reach the point where they add to the buyers’ costs as much 
as would the shift of their purchases to the marginal supplier 
country. 

International capital movements induced by an expansion in 
the demand in the marginal supplier country may differ de- 
pending upon 


whether the upturn is financed from domestic or foreign 
sources; 

whether it originated with business investments because the 
yield prospects have improved, whether it originated with con- 
sumers because consumers’ inventories need replenishing, or 
whether it originated with the Government because of rising 
expenditures or lower revenues; 

whether the upturn induces a further expansion of the econ- 
omies in the marginal and in the preferred supplier country, 
and whether this expansion is larger in the former or in the 
latter country. 


In general, an upswing in demand in the marginal supplier 
country will require an increase in inventories, and therefore 
will attract capital for that purpose. It will not require addi- 
tional capital for the expansion of its capacity, which is assumed 
to be larger than required to meet the existing demand, at least 
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until the demand has expanded to the point where the capacity 
is utilized to its optimum point. 

Since some of the increase in demand can be assumed to be 
directed toward the preferred supplier country, an expansion 
of capacity there will become more profitable than it had been 
before. 

Aside from the capital movement due to advance payments 
on postponed merchandise deliveries, two opposite capital 
streams may be expected to develop, therefore: short-term funds 
for financing inventories may be attracted by the marginal sup- 
plier country, long-term funds for investments in new produc- 
tive equipment by the preferred supplier country. 

An increase in demand in the marginal supplier country can 
start out with borrowing from abroad. In that case, the inflow 
of capital may—initially at least—be larger than the deteriora- 
tion in the trade balance, and the liquidity balance conse- 
quently could rise. The borrowing may be done by business if 
the prospects for yields on new investments are improved, or 
by the Government. Borrowing from abroad is more likely to 
happen if the country is relatively poor in capital and interest 
rates are generally higher than in the preferred supplier 
country. 

The inflow of capital into the marginal supplier country will 
be used partly to expand production P and partly to finance the 
higher imports or the decline in X — M. If it is used to finance 
investments the rise in Ig will equal the decline in I;, so that the 
sum of I, + I, remains the same. Production will rise, but—as 
indicated earlier—consumption in the marginal supplier coun- 
try is likely to rise less. Savings will go up, consequently. With 
S up and the sum of Ig + I; constant, the funds will be available 
to increase liquidity L. 

If the inflow of capital into the marginal supplier country is 
used to expand consumption (e.g., if the Government is the bor- 
rower), the rise in C will equal the decline in I;. With the in- 
crease in consumption partly met from domestic production, 
the decline in P —C, or in S, will be less than the decline in I,. 
Therefore, S will decline less than Ig + I; (with Ig remaining 
unchanged), and the basis is provided to improve the liquidity 
balance, which equals S — Ig — I, or X — M — Ik. 
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Whether or not the liquidity balance in the marginal sup- 
plier country in fact improves will depend also upon develop- 
ments in the preferred supplier country. An outflow of capital 
from that country can be accommodated only if either domestic 
investments are reduced, consumption is reduced and thereby 
savings increased, or if the money supply is expanded. Only in 
the latter case would the outflow of capital result in a decline in 
the liquidity balance which would facilitate an increase in the 
liquidity balance of the borrowing marginal supplier country. 

If the money supply is not expanded, the capital outflow from 
the preferred supplier country will be limited to the rise in its 
trade balance, so that the increase in X — M equals the increase 
in S —I,. In that case the rise in the interest rate in the pre- 
ferred supplier country induced by the new lending presumably 
would result in a return flow of the capital which otherwise 
would have been accumulated by the marginal supplier country 
in liquid assets. 

A capital inflow into the marginal supplier country to finance 
additions to capacity is likely to be more self-sustaining than 
one to raise consumption expenditures, because the former 
would indicate a narrowing of the gap between the marginal 
and the preferred supplier countries in the profitability of new 
investments. In that case the distinction between marginal and 
preferred supplier country presumably would have diminished, 
however, and the limitations and problems pertaining to an ex- 
pansion in demand in the marginal supplier country would not 
apply. 

Borrowing to finance an expansion of consumption is not 
likely to induce capital inflows other than to expand inventories 
as long as the productive capacity in the marginal supplier 
country is able to meet the additional demand. If the additional 
demand is for new products, for which capacity does not yet 
exist, the question arises whether the new productive facilities 
would be erected in the marginal or in the preferred supplier 
country. Since the marginal supplier country is assumed to have 
unutilized capacity (including labor capacity) and less steeply 
rising marginal costs than the preferred supplier country which 
operates close to its optimum capacity, it may be concluded that 
at least some of the new facilities will be erected in the mar- 
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ginal supplier country. In that case an inflow (or reduction in 
the outflow) of long-term capital may be induced by the orig- 
inal expansion of demand and may follow the original borrow- 
ing by the marginal supplier country. 

If the expansion in the demand in the marginal supplier 
country is for goods and services for which the existing produc- 
tive capacity is sufficiently large, and borrowing from abroad is 
limited to finance the original increase in demand and does not 
induce secondary capital inflows, business expansion in the 
marginal supplier country will create adverse changes in its 
international liquidity position soon after the capital inflow 
ceases. 

If the increase in demand in the marginal supplier country 
is financed from domestic sources, a distinction may again be 
made between expansions in demand by consumers or the Gov- 
ernment for goods and services which can be produced with 
already existing facilities and those which originate in the busi- 
ness sector and within that sector those which are due to a de- 
sire to increase inventories, and those which are directed toward 
an increase in investments in plant and equipment. 

In all these cases the expansion of demand must involve 
either an increase of the velocity of circulation of money or an 
increase in the money supply through the creation of additional 
bank credit. (It is perfectly conceivable that consumers, govern- 
ment, or business finance the increase in their own demand by 
borrowing funds from the other sectors of the economy which 
otherwise the lenders would have used themselves, but that 
would involve merely a shift in demands not an increase.) 

As indicated earlier, a rise in demand will result in some de- 
cline of the trade balance. Since the capacity of the economy is 
assumed to be ample to meet the additional demand, total costs 
will rise less than the output, and savings will rise, primarily 
those of the producers. 

The difference between a rise in demand originating in the 
consumer or government sectors which is capable of being met 
with the existing productive facilities, and a rise originating in 
the producer sector of the economy will be in the effects on the 
incentives to reinvest these savings. If the demand originates in 
the consumer or government sector, the additional savings may 
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in part be used to expand inventories (which may be an addi- 
tional factor in reducing the trade balance), but the other part 
may be used for longer term investments abroad rather than at 
home, if the marginal yield on new investments abroad is 
higher than on domestic investments. The larger the outflow of 
capital the less of the additional funds would recirculate in the 
economy and the earlier the expansion would come to a halt. 

If the expansion started in the consumer sector and is not 
directed toward new products for which productive capacity 
still has to be built, the upturn in demand may be expected to 
be exhausted relatively early. 

If the expansion is started by the government it may be sus- 
tained by further borrowing to offset the rising excess of domes- 
tic savings by producers (and perhaps consumers) over domestic 
investments. If the government can borrow these savings, it will 
prevent them from moving abroad, and this will minimize the 
decline in the capital balance. To accomplish that the govern- 
ment would have to borrow, however, at rates which are com- 
petitive to the marginal earnings on investments abroad, which 
—as indicated above—are likely to be higher than those at home. 
While this is possible, it is not likely to occur, because the gov- 
ernment will attempt to keep interest rates down in order to 
stimulate domestic investments and also to keep its own bor- 
rowing costs as low as possible. 

In order to reduce the outflow of capital not needed at home, 
the government may also prevent the growth of savings to ex- 
ceed the growth of domestic investments by raising taxes. That 
too is not likely to occur, however, if the government is at- 
tempting to stimulate domestic investments. 

Government borrowing, therefore, is likely to be met by a 
continuous expansion of bank credit which in turn will provide 
the funds for further capital outflows. 

Although in the marginal supplier country the initial effect 
of an expansion of demand by the government is likely to result 
in a relatively small decline of the trade balance, in combina- 
tion with successive increases in capital outflows, the adverse 
effects on the liquidity balance can become large, particularly 
in relation to the size of the currently held reserves. 

In the preferred supplier country the inflow of capital will 
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add to the demand for investment goods and divert resources 
from consumers to producers. Ig will rise as much as I; declines 
so that the total of Ig + I, remains unchanged. The decline in 
consumption will raise savings, so that S — (Iq + Is) increases, 
and thereby provides the financial resources to raise interna- 
tional liquidity L. The increase in savings may be brought 
about by a lengthening of delivery periods for consumer goods 
or by increases in the prices for consumer goods. The former 
development would add to consumer’s savings, the latter to 
producer's savings. 

The rise in liquidity will continue as long as the lengthening 
of waiting periods for the delivery of goods or the rise in their 
prices do not stimulate imports into the preferred supplier 
country to the same extent as the inflow of capital. Equally, it 
will continue only as long as marginal earnings in the preferred 
supplier country remain higher than in the marginal supplier 
country. The inflow of capital into the preferred supplier coun- 
try and increased savings there, or the rising costs of labor, ma- 
terial and capital equipment would tend to reduce the gap be- 
tween preferred and marginal supplier countries with respect 
to the prospective earnings on additional investments. Length- 
ening delivery periods, rising prices or declining earnings on 
additional investments would make the preferred supplier 
country less preferred and the marginal supplier country less 
marginal. As long as the preference gap between the countries 
remains, however, liquidity would tend to shift from the mar- 
ginal to the preferred supplier country as a result of an expan- 
sion in consumer or government demand in the marginal sup- 
plier country. Unless the preference gap initially was relatively 
small, it is likely that the effect of this demand expansion on 
the international monetary reserves of the marginal supplier 
country is more immediate and greater (particularly as it may 
be supplemented by speculative capital outflows) than on the 
preference gap itself, and that the decline in its reserve may 
force the marginal supplier country to abandon this method of 
expanding its economy. 

If the expansion in demand in the marginal supplier country 
originates in the producer sector of its economy, the increased 
producer savings (resulting from the relatively small increase 
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in costs as domestic production expands) is more likely to be 
reinvested in the economy, and the probability of the addi- 
tional money supply with which the expansion was financed to 
be invested abroad is less than in those cases where the rise in 
demand originates in the consumer or government sectors. If 
the increase in demand is intended mainly to increase inven- 
tories, the opportunities for domestic reinvestment of the addi- 
tional producer's savings will be less, however, than if invest- 
ments are also intended to expand productive facilities. In the 
latter case the probability that the newly created credit will re- 
sult in an outflow of capital will be at a minimum, and so will 
the need for additional injections of bank credit to sustain the 
upswing of economic activity. A rise in the expected yields on 
additional investments in the marginal supplier country would 
bring these yields closer to those in the preferred supplier coun- 
try and thus indicate that changes have taken place which have 
reduced the preference gap between the marginal and the pre- 
ferred supplier country. 

A decline in domestic demand in the marginal supplier coun- 
try could originate either in the consumer or government sec- 
tor, or be the result of lower business investments. In either of 
these cases production within the country will decline by a 
nearly equal amount, while the demand for imported products 
will decline relatively little and exports are not likely to absorb 
much of the slack in the utilization of domestic productive 
capacity. 

As long as X — M increases even if the amount is relatively 
small, production will fall less than either consumption or in- 
vestments; If the decline originated in the consumer or govern- 
ment sector, P will decline less than C and savings will rise; 
While domestic investments (Ig) remain the same S— I, will 
rise, and this rise will, in fact be equal to the rise in X — M. 

Approaching the problem of the effects of the decline in con- 
sumption on the balance of trade from the income side, one 
may conclude initially that the decline in consumption would 
give rise to an equivalent rise in savings, and with I, constant, 
S — I, or X — M should rise as much as C declined. In the mar- 
ginal supplier country, however, the decline in C will, to a 
relatively small extent only be compensated by a rise in X — M, 
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but mainly will result in a decline in aggregate purchases from 
domestic producers. The initial impact will be an increase in 
their inventories of unsold goods, so that the rise in consumer's 
savings S will be nearly offset by a rise in Ig and S— I, will 
equal X — M. 

In the longer run, however, production will be adjusted 
downward. As costs decline less than output, producer's incomes 
and savings will shrink. Consumer’s incomes and savings will 
also decline. Although consumer savings may still be higher 
than at the starting point, their rise will have been offset to a 
large extent by the decline in producer’s savings. 

Thus, production will adjust to keep the rise in S — Ig equal 
to that in X — M. (If, ex-ante, S — Iq increases more than X — 
M, the adjustment will come first, from a rise in inventories, 
and I, will go up. P will then go down and with it S as both 
consumer’s and producer’s savings will decline more. If S— Iq 
increases less than X — M, inventories will drop, and, therefore, 
I, will decline, and S— I, will rise, or production which had 
dropped too much will move up again, and with it producer's 
savings.) 

If the decline in demand in the marginal supplier country 
was the result of lower investments while consumption re- 
mained the same, the initial effect may also be a rise in unsold 
inventories, so that total Ig would not be changed. Production 
will be adjusted downward, however, by the amount of the de- 
cline in Iq less the (relatively small) increase in X — M. As a 
result, both consumer’s and producer’s incomes and savings 
will decline. The adjustment in production will continue until 
the rise in $ — Iq (Ig excluding involuntary inventory changes) 
will equal the small rise in X — M. 

The relatively small rise in X — M resulting from the decline 
in domestic demand in the marginal supplier country should 
not be expected to result in an equivalent improvement in its 
overall balance of payments. The corresponding excess of sav- 
ings over investments is likely to lead to a capital outflow to 
the preferred supplier country where the yield on additional 
investments is higher than in the marginal supplier country. 
The decline in demand in the latter country has reduced the 
utilization of existing productive facilities even further below 
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the point of optimum utilization, while output in the preferred 
supplier country was changed relatively little. 

If the change in the capital outflow from the marginal sup- 
plier country is equal to the change in the excess of savings over 
investments, so that the change in S equals the change in 
I, + I, the liquidity balance will remain the same. The con- 
traction in domestic demand will not result in an improvement. 

A decline in business activity is likely, however, to result in 
lower requirements for liquid working funds, and the excess of 
such funds may also be invested abroad. In that case I, would 
rise more than S$ — Ig so that S — I, — I; would decline and con- 
sequently L would also decline. 

The same would happen if a lowering of interest rates in the 
marginal supplier country would induce borrowing in the 
marginal supplier country (facilitated by an expansion of the 
total volume of credit outstanding) for the purpose of investing 
in the preferred supplier country. 

The outflow of capital from the marginal supplier country 
can also exceed the difference between current savings and 
domestic investments if idle funds had previously been accumu- 
lated because of restrictions on their international movement 
and if these restrictions are being removed. The removal could 
apply to restrictions formerly put up by the marginal supplier 
country, or to those put up by the preferred supplier country. 
In fact, the removal of restrictions by the latter countries can be 
the cause of substantial capital outflows from the former under 
the circumstances assumed here, as apparently was the case in 
the second half of 1960 when large capital flows from the 
United States to Europe and Japan took place. 

The decline in demand in the marginal supplier country will 
tend to reduce the trade balance but improve the capital bal- 
ance in the preferred supplier country. As X — M in the pre- 
ferred supplier country decreases, S — Iq also declines. This de- 
cline will at least be offset, however—and possibly exceeded—by 
the inflow of capital. The total of S—I,—I; or of X—-M—Iy 
will, therefore, remain unchanged or may even rise. [A net in- 
flow of capital is indicated by (— I;); a rising inflow is indicated 
by a rise in (— I;).] The liquidity balance, therefore, will either 
remain the same or rise. 
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In effect—and indirectly—the decline in the trade balance and 
the improvement in the capital balance of the preferred sup- 
plier country means that purchases of capital goods by the mar- 
ginal supplier country in the preferred supplier country to be 
used in the preferred supplier country are substituted for pur- 
chases of goods and services by the marginal supplier country 
in the preferred supplier country to be used in the marginal 
supplier country. 

Incomes in the preferred supplier country will, therefore, 
remain unchanged, or may even rise if the capital inflow ex- 
ceeds the decline in the trade balance. As X — M decreases, 
S — Iq also decreases because Ig moves up as a result of the in- 
vestments of the foreign funds so that Iq + I, remains unchanged, 
while S initially remains the same as incomes remain un- 
changed. S may rise, however, if incomes rise, but perhaps not 
quite as much as Iq. In that case an apparent paradox may be 
observed that a decline in demand in the marginal supplier 
country would result in a worsening of its balance of payments, 
while in the preferred supplier country in spite of a declining 
trade balance, the overall balance of payments improves and 
incomes are rising. 


CONCLUSIONS 


The previous analysis was intended to indicate the changes in 
the international monetary resources of a marginal and a pre- 
ferred supplier country under conditions of rising and declin- 
ing demands in either of the two types of countries. It did not 
indicate whether the international transactions of the country 
prior to the change were in balance, or whether they resulted 
in a surplus or deficit. 

In fact it may be quite possible that the marginal supplier 
country—as long as the size of its reserves permit that, or it can 
obtain foreign credits—will tend to have a decline in its net 
monetary resources. The changes in its balance of payments re- 
sulting from domestic or foreign fluctuations in demand may 
merely raise or lower that deficit. Correspondingly, the pre- 
ferred supplier countries will tend to have surplus in their 
balance of payments. 

While the preferred supplier country may be able to con- 
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tinue to have rising net reserves, the marginal supplier country 
will be forced to take measures to balance its international ac- 
counts, when its reserves have dropped to the point where it ap- 
pears undesirable to permit a further decline. 

It is often assumed that certain implicit consequences of 
gains or losses in international reserves would tend to restore a 
balance of payments equilibrium. These assumptions usually 
center around the movements in the trade balance, the effects 
of these movements on incomes or prices, and adjustments in 
income or price levels until the trade balance is again restored. 
The analysis here has attempted to show, however, that capital 
movements are also affected by changes in the economy, and 
that their movement tends to offset the changes in the trade 
balance, so that the balance in all transactions is not as easily 
adjusted as had been assumed. 

If a disequilibrium exists in international payments among 
economically advanced countries, indicated by relatively per- 
sistent actual or threatening declines in international liquidity 
of some countries and more or less continuous gains in liquidity 
of others, and these differences cannot be attributed to an exces- 
sive expansion in demand in the deficit countries relative to 
their capacity to produce or a shortfall in demand in the sur- 
plus countries, it is likely that the difference in the balances of 
payments of these countries can be attributed to their relative 
competitive position in the markets for goods and services, and 
to their relative attractiveness for capital-investments. 

Under such conditions it does not seem promising for deficit 
countries to improve their balance of payments by slowing 
down the operation of their economies, or if they have excess 
productive capacities, by increasing the pace of their economy 
through an expansion of consumer or government demand. 

Neither can the deficit countries rely for an improvement in 
their balance of payments on changes in the economies of the 
surplus countries which would reduce their surplus, as long as 
these countries are successful in keeping prices stable and the 
aggregate demand for their output within the limits of their 
capacity to produce. 

If an enterprise is in a relatively weak competitive position, 
it is generally not assumed that it can improve this position by 
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shrinking its activity. If it cannot improve its position by be- 
coming more competitive, it is likely to go out of business. 

A nation cannot go out of business economically; it has to 
improve its economic position by moving away from the mar- 
ginal to a more preferred position in its international markets 
for goods and services as well as capital. 

The way usually followed to accomplish that is by devalua- 
tion of its currency. Devaluation has to be permitted to be effec- 
tive, however. If internal demand is expanded to offset the 
devaluation, or if the forces which had made the country a 
marginal supplier continue to exert their influence, a devalua- 
tion would not change the country’s competitive position, and 
it is likely to have to be repeated. 

If a country’s currency is held by other countries as part of 
their reserves—as is the case with the dollar and sterling—de- 
valuations may not be feasible, because of their potential effect 
on the free world’s entire monetary system. 

In that case other means will have to be found to make the 
country more competitive, i.e., means to make it possible for its 
enterprises to sell more of their products in international mar- 
kets and to make it more attractive for business to expand its 
productive facilities in that country rather than abroad. 











CANADIAN FOREIGN EXCHANGE 
Donald F. Wahl 


fens paper is divided into two parts: one deals with the Ca- 
nadian exchange rate, while the other concerns the Foreign 
Exchange Control Board.! 


A History OF THE CANADIAN EXCHANGE RATE 


In 1916, Great Britain authorized J. P. Morgan and Com- 
pany to purchase an unlimited amount of sterling at $4.76 7/16. 
The funds for the pegging operation, which cost $4 billion 
during 1916-1919, were provided by the British Government 
via shipment of gold, loans in the United States, and mobiliza- 
tion of British dollar securities.? Canada did not have such an 
experience then; it was not until 1939 that she had to rely upon 
government intervention in the foreign exchange market. At 
that time, the Foreign Exchange Control Board handled the job. 

The problems which caused Great Britain to undertake the 
pegging scheme during 1916-19 prevailed to some extent in 
Canada’s foreign exchange market through 1924-39, namely, an 
increased volume of liquid funds available for transfer between 
countries, a redistribution of gold between nations, and a 
changing pattern of living standards, trading partners, tech- 
nological progress, and trade impediments. One of the interest- 
ing features of Canadian foreign exchange during this period 
was that the Canadian dollar assumed one of two positions with 
respect to the United Kingdom pound and the United States 
dollar: it was at par with them;* or it was at some rate approxi- 
mately midway between them. 


1I am indebted to Mr. W. E. Scott, Executive Assistant to the Governors of 
the Bank of Canada, and Miss Helen Costello, Librarian of the Bank’s Research 
Department for many references used in this paper. I wish to acknowledge aid 
from the Lucius N. Littauer Foundation, Inc. 

?W. Womersly, “Some Current International Exchange Problems,” Journal of 
the Canadian Bankers Association, XLIII (July, 1936), 409. 

* During 1925-1939, excepting for the early 1930's, the rates for the three cur- 
rencies were similar. Because of this, a person could argue that Canada’s exchange 
rate was determined by the sterling rate. If this were so, Evitt described some of 
the factors which affected the sterling rate of exchange; see H. E. Evitt, “Con- 
trolling the Exchange Value of Sterling,” Journal of the Canadian Bankers As- 
sociation, XL (July, 1953), 462, 478. 

*If the midway position of the Canadian dollar were ascribed to the fluidity 
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There are several theoretical implications concerning a mid- 
way exchange rate; a premium on foreign currency aids export 
industries such as agriculture, newsprint, mines, and raw ma- 
terial producers, and second, a premium on foreign currency 
discriminates against manufacturers who imported, as well as 
government, municipal and corporate debtors for whom de- 
preciated currency means an additional burden for interest 
charges and repayment of principal. In addition, if the Cana- 
dian dollar’s exchange patterns were of a long-run character, 
exports to the United States should increase, and imports from 
and indebtedness to her should decline, and the reverse situa- 
tion should prevail for Canadian-United Kingdom trade. There 
can be little doubt but that the exchange rate affected the first 
two points, yet the last two theoretical implications are not ap- 
parent. The percentage importance of both Canadian exports 
and imports with the United States increased, and those with 
the United Kingdom decreased. This suggests that the midway 
rate structure did not determine the long-run structure of 
Canada’s foreign trade, and in one sense this is not unusual, be- 
cause during 1926-30, and 1933-39, all three currencies were 
at par. Of course, another argument could be the reverse: that 
the character of Canada’s trade determined her exchange rate. 
Her triangular trade with the United Kingdom and the United 
States tends to substantiate this because of the export surplus to 
the former and the import surplus with the latter. But aside 
from this, there is the practical concern as to how the Canadian 
dollar behaved in the recent past. 

In the early 1930’s people initially believed that the Cana- 
dian dollar’s depreciation in terms of United States currency 
was based upon transitory and psychological causes. The event 
most often cited was the United Kingdom’s abandoning gold 
on September 16, 1931, but naturally this opinion was dis- 
credited because the exchange rate problem remained for more 


of capital movements between the three countries, the problem was handled by 
referring to Canadian government, municipal and corporate bonds payable, at 
the holder’s option, in either one or all of the three currencies. For a discussion 
of this see: Bank of Canada, First Annual Meeting of Shareholders, February 
25th, 1936, Ottawa, 1939, p. 138. W. T. G. Hackett, “Canada’s Optional Payment 
Bonds,” Canadian Journal of Economics and Political Science, 1 (May, 1935), 161- 
170. W. T. G. Hackett, “The ‘Bank,’ and the Canadian Dollar,” Canada’s Econ- 
omy in a Changing World, edited by J. D. Gibson (Toronto, 1948). 
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than a few months largely because of the unfavorable balance 
of trade during 1931, the reduction of foreign investments in 
Canada, the increases in Canadian remittances abroad, and the 
repurchase of Canadian securities from foreign holders.® E. 
Sauer attributed to Professor Curtis another reason for ex- 
change rate depreciation, and the argument was fundamentally 
this: because Canada did not have a central bank which guar- 
anteed payment in gold, Canadian currency was bound to be 
weak.® Sauer concluded that Curtis’ argument was poor, be- 
cause England had a central bank and the pound sterling fell 
further than the Canadian dollar, but this argument overlooked 
Professor Curtis’ basic remark: “The fundamental difficulty 
will never be met until the whole matter is gone into and the 
responsibility for credit control definitely placed with some- 
body. The establishment of a central bank is one means of do- 
ing this.’? 

The argument was not academic, for it influenced both 
Canada’s balance of payments as well as holders of Canadian 
equities because “Canadian securities have all been selling low 
in New York due to the uneasiness there as to their worth.’ 
From this point, Curtis’ proposal would have had some effect in 
alleviating a portion of the uneasiness concerning the Canadian 
dollar, nevertheless a person could suggest that both writers had 
a similar opinion concerning the capital account's importance 
in altering the exchange rates, because in criticizing Curtis, 
Sauer argued that the exchange rate fluctuated because of capi- 
tal movements and other factors which were of secondary im- 
portance. Curtis wrote: “There appears to be nothing in the 
balance of payments, arising out of exchange of commodities 
and services, which should cause a pull on the Canadian dollar, 
and it is generally agreed that the explanation of this pull is to 
be found in the transfer of capital away from Canada.’”® 

During the last quarter of 1931 American investment in Ca- 

*E. Sauer, “Recent Trends in Canadian Foreign Exchange,” Trade Information 
Bulletin No. 792 (Washington: Government Printing Office, 1932). 

°C. A. Curtis, “Present Position of Canadian Dollar Largely Due to Weaknesses 
in Finance Act,” Monetary Times, October 16, 1931, pp. 4, 13. 

"Ibid., p. 13. 


*“Investment Inquiries,” Monetary Times, October 16, 1931, p. 8. 
°C. A. Curtis, op. cit., p. 4. 
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nadian securities increased. This investment was twice the size 
of Canadian purchases of United States securities plus Canadian 
repurchases of their own issues from the American market, but 
sterling made heavy sales of Canadian securities and the result 
was that Canada’s capital account showed a net debit entry. 
The demand for foreign funds (relative to the Canadian dollar) 
increased and thereby contributed to the Canadian dollar's 
depreciation. Canadian securities fell in the New York market, 
but as there was little uniformity in the decline, one could sug- 
gest it was based upon the market rather than upon Canada’s 
currency. 

Sauer regarded the milieu as important, and he commented 
that without economic stability in addition to restored confi- 
dence, it was impossible for the foreign exchanges to be stable.'” 
An indication of the socio-economic milieu was the precipitous 
fall in the value of commodity trade during 1929-35. 


TABLE I 
Total Values for Canadian Commodity Trade 1929-1935 


(In thousands of Canadian Dollars) 








Category 1929 1930 1931 1932 1933 1934 1935 
Exports 1169 874 593 492 532 652 735 
Imports 1300 996 611 418 385 504 542 








Source: D. B. S., The Canadian Balance of International Payments: A Study in 
Methods and Results, pp. 222, 224, 226, 228, 230, 232, 234. 


In April, 1933, the United States went off the gold standard 
and the premium for American currency fell, by November 6, 
1933 the Canadian dollar reached par with the American dol- 
lar, and during the next year the American dollar sold at a dis- 
count in terms of Canadian funds. The Canadian international 
accounts were in a strong position because commodity, tourist, 
and gold credit balances nearly offset dividends, maturity pay- 
ments, and freight deficits. The 1931-34 period was turbulent, 
but the important thing to remember is that the Canadian gov- 
ernment did not intervene to stabilize exchange rates. Evitt's 
writing seems to depict governmental policy because he com- 


” Ibid., p. 16. 
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mented, concerning sterling, that a falling exchange rate was 
symptomatic of an economic disease, which should be cured by 
permitting exchange fluctuations; a free exchange was more 
likely to cure itself than legislative statutes “shoring up an un- 
sound edifice by artificial and temporary measures.”!* While 
the government took no action in the foreign exchange markets 
at this time, the Canadian chartered banks, investment houses, 
and brokerage firms placed moral restraints upon market trad- 
ing by discouraging Canadian purchases of securities held 
abroad.'* H. D. Scott wrote: “I would like to suggest here that 
the commercial banks with their individual and collective 
knowledge of the trend of external payments, and their reserve 
policies, have in the past been a most effective factor in the 
maintenance of a stable exchange.’’!* 

Before continuing with the 1936-39 exchange experience it 
may be appropriate to suggest reasons for and characteristics of 
intermediate exchange rate. One explanation for Canada’s mid- 
way rate with the United States dollar and sterling was the 
existence of optional payment bonds which amounted to 55 per 
cent of Canada’s bonded indebtedness.* Optional payment 
bonds had an innocent beginning, because under the gold 
standard the provision for optional payment had little implica- 
tion except from the standpoint of marketing the issue in one 
or more countries. The cost for New York or London exchange 
was not considered because both exchange markets utilized 
gold; but when gold was abandoned, the optional payment fea- 
ture became volatile. With managed exchange rates, an investor 
who owned these bonds could select the currency in which the 
bond interest and/or principal was received. The investor quite 

4 Op. cit., p. 469. 

” Ibid., p. 17. 

*H. D. Scott, “Control of Foreign Exchange Rates,” The Canadian Economy 
pg doy Problems, edited by H. A. Innis and A. F. W. Plumptre (Toronto, 1934), 

‘MW. T. G. Hackett, “Canada’s Optional Payment Bonds,” p. 161. The figure 
(55 per cent) was derived by aggregating the per cent of bonds payable in: a) 
Canada and London (4 per cent), b) Canada and New York (17 per cent), c) 
Canada, London, and New York (16 per cent), d) London only (12 per cent), and 
e) New York only (7 per cent). Historically bonds issued prior to 1913 were pay- 
able in London or Canada, and London. During the 1923-1931 period, bonds 


issued were payable in New York or Canada, and New York. During the mid- 
thirties Canada shifted to the London money market. 
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naturally chose (under the cptional payment feature) the cur- 
rency with the highest market value thus causing fluidity in 
Canada’s international capital market. The supply and demand 
for foreign currencies was a function of Canada’s indebtedness 
with the optional payment feature. “Thus, in so far as we have 
financed ourselves through the issuance of what are, in their 
essential characteristics, international securities, our internai 
economy is peculiarly liable to the consequences of flight capital 
—to involuntary capital export at a time when our balance of 
payments can least stand it.””” 

In the short run, people argued that optional payment bonds 
tended to smooth discrepancies in the foreign exchange market. 
The effect of exchange rate variations upon international secu- 
rity trade is difficult to formulate; nevertheless two comments 
can be made: initially, circumstances affecting demand for 
securities are more complicated than in the case of commodity 
trade, and second, exchange rate variations have to be quite 
pronounced before they influence trade in securities.° From 
this perspective, it might appear that Canada’s international 
indebtedness with this payment feature was not as important 
as some people thought, but there is no data available to prove 
either point. 

Another explanation was alluded to earlier: Canadian ex- 
ports to, and United States expenditures in Canada, did not 
offset Canadian imports from America. For this reason, sterling 
balances were used to equilibrate the Canadian international 
accounts with the United States. When sterling exchange was 
depressed, Canada’s dollar was depressed (but to a lesser degree 
than sterling), because her export surplus with the United 
Kingdom contracted as did the value of the pound with respect 
to the United States dollar. When sterling was strong, Canada’s 
currency was strong (but to a lesser degree than sterling), be- 
cause the export surplus with the United Kingdom expanded 
as did the value of the pound with respect to the United States 
dollar. This type of relationship existed during 1919-22, but at 
that time the value of Canada’s dollar was not exactly midway 


* Ibid., p. 168. 
* The Canadian Balance of Payments: A Study of Methods and Results, p. 133. 
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between the values for United Kingdom and United States cur- 
rencies.'* This explanation seems more likely than the first one, 
yet it is far from being definitive. 

In addition, the Canadian dollar’s intermediate exchange 
rate may have been based on the fact that exchange rates for the 
less important currencies tend to group around the exchange 
rates of the two or three key currencies, and when the value of 
Canada’s dollar fluctuated, it was always between the United 
Kingdom and United States currencies.’* Perhaps a combina- 
tion of the second and third possible reasons for this type of ex- 
change rate would yield the best explanation. At any rate, the 
midway exchange rate relationship had its benefits because 
Canada did not have the extreme depreciations as did sterling. 
She avoided the disadvantages of the gold standard, and she 
“gained” because the rate fostered exports of wheat, raw ma- 
terials, and natural resource products while discriminating 
against debt repayment and interest costs. This pattern was ra- 
tional from an economic development standpoint, because it 
restrained Canada’s indebtedness, fostered exports, and thereby 
encouraged specialization in activities for which Canada was 
well suited. A person could argue that the diminution in for- 
eign loans hindered economic development but this was not 
entirely so because Canada was a gold producer and this re- 
duced her dependence upon foreign borrowing for developmen- 
tal purposes.”® 

During 1936-39, Canada’s exchange rate was at par because 
of the provisions of the Tripartite Agreement,”° but during the 
last days of August, 1939, the foreign exchange value of the 
Canadian dollar dropped precipitously, “and by the time 
Canada had declared war the premium on U.S. funds was 714 
per cent. By the end of the following week, the premium had 
risen to about 11 per cent with an appreciable outflow of capital 

* Bank of Nova Scotia, Monthly Review, Il (December, 1953), 4. 

* Scott, “Control of Foreign Exchange Rates,” p. 252. 

J. C. Elliott argued that gold production, at least during the 1900-1913 
period, was adequate to meet her currency and bank reserve needs. See J. C. 
Elliott, “The Importation of Capital into Canada: Its Effects and the Possibilities 
of its Control,” The Canadian Economy and Its Problems, edited by A. H. Innis 
and A. F. W. Plumptre (Toronto, 1934), p. 228. 


” For a brief history of the period see D. Abbott, Vancouver Board of Trade 
Speech, mimeographed press release, October 20, 1952, p. 6. 
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coming into evidence.”"*! On September 16, 1939, the Dominion 
government allowed the Foreign Exchange Control Board to 
use a permit system to control international transactions. 

The price for the United States dollar was set at $1.10-$1.11 
(in Canadian funds), and it remained at that level until July 5, 
1946, when it was revalued to parity because of the Bretton 
Woods Agreement in 1944, which prepared a plan for resump- 
tion of multilateral convertibility at stable exchange rates, and 
because of the accumulation of United States dollar reserves in 
1944 and 1945. Both of these factors provided a psychological 
cushion should revaluation prove unwarranted. In addition, 
spiralling import costs caused by the early termination of price 
controls in the United States could be minimized by Canadian 
dollar appreciation.*® The deterrent feature, which was not 
thoroughly considered, was the fact that revaluation would 
eliminate part of the capital inflow from the United States, and 
Canada required much of this in order to purchase American 
capital goods.” 

During the sterling (and subsequently world monetary) 
crisis in late 1949, the Canadian dollar was devalued to what it 
had been prior to July 5, 1946, and during the months that fol- 
lowed in 1949, it became apparent that the Canadian dollar was 
undervalued and so to prevent an inflow of speculative and in- 
flationary funds, the Dominion government freed the exchange 
rate in October, 1950. The rate was freed because no one could 
decide, with reasonable assurance, what the new fixed rate 
should be: there was no choice but for the Canadians to leave 
the rate to find its own level in the free market. Even though 
the system of permits for commodity and capital movements re- 
mained in force, Canada’s action initiated much discussion con- 
cerning the merits of fixed and flexible exchange rates.** 

= J. C. Elliott, “The Role of Capital Imports,” p. 253. Originally quoted from 
Bank of Canada, Annual Report to Minister of Finance, 1939 (Ottawa, 1939), p. 
ee D. Abbott, Vancouver Board of Trade Speech, p. 6, and G. F. Towers, “Post- 
War Monetary Policy,” Statement at a Hearing of the Standing Committee on 
Banking and Commerce of the House of Commons, March 18th, 1954, on Bill 
297 amending the Bank of Canada Act, mimeographed press release, pp. 3, 4. 

* Elliott, “The Role of Capital Imports,” p. 254. 

* The definitive work concerning this period in Canadian exchange rate his- 


tory is: S. I, Katz, “The Canadian Dollar: A Fluctuating Currency,” Review of 
Economics and Statistics, XXXV (August, 1953), 236-243. In addition these are 
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Presumably there was no official intervention in the exchange 
market after 1950 except to secure orderly conditions, and no 
effort was made to reverse persistent trends.*®* During 1950, the 
Canadian dollar fluctuated in the neighborhood of .94 and .96 
United States dollars and in November, 1951, it began an up- 
ward movement, attained parity in February, 1952, and by Sep- 
tember, 1952, reached a premium of .043 dollars in United 
States funds due to the capital inflow from that country. The 
current account was less consistent because it was in deficit dur- 
ing 1950-51, but in surplus from the end of 1951 through 1952 
even though the Canadian economy met domestic expansion 
needs and large defense programs.*° 

The current account surplus deserves more discussion be- 
cause it was caused by several interesting factors. The primary 
reason for the surplus was an improvement of $637 million in 
the commodity balance which was in turn due to a thirteen per 
cent improvement in Canada’s 1952 terms of trade. A more sub- 
stantial fall in import prices than in export prices caused the 
improvement. The secondary reason for the surplus was that 
during 1951 Canada made advance payment for defense im- 
ports from the United States which she did not receive until 
1952 and so this tended to provide a deficit in 1951 and a sur- 
plus in 1952, but compared to total receipts and payments this 
military item’s effect was relatively small.** 

In 1952 the exchange rate was under pressure from two 
sources: there was an inflow of direct long-term capital into re- 
source development and a current account surplus which 





other references: D. Abbott, Vancouver Board of Trade Speech, pp. 11-16. “Can- 
ada’s Floating Dollar,” The Economist, February 7, 1953, pp. 365-366. For re- 
lated material see: J. Jacobsson, “Stable or Fluctuating Ruchenge Rates?” Skan- 
dinaviska Banken, Quarterly Review, XXXV (October, 1954), 85-90. E. Lundberg, 
“The Dilemma of Exchange Rates,” Westminster Bank Review (August, 1954), 
1-3. W. M. Scammell, “What Sort of Exchange Rates?” Westminster Bank Re- 
view (May, 1954), 1-4. Also see The Banker, Nos. 312, 317, 318, 332, 354. 

*S. I. Katz, “Two Approaches to the Exchange Rate Problem: The United 
Kingdom and Canada,” Essays in International Finance, No. 26 (Princeton, 1956), 
10 


*S. I. Katz, “The Canadian Dollar: A Fluctuating Currency,” p. 236. G. S. 
Watts, “The Canadian Balance of International Payments, 1950-52, and the 
Mechanism of Adjustment,” Canadian Journal of Economics and Political Sci- 
ence, XX (February, 1954), 22-23. 

* Dominion Bureau of Statistics, The Canadian Balance of International Pay- 
ments in the Post-War Years, 1946-1952 (Ottawa: Queen's Printer and Controller 
of Stationery, 1953), p. 71. 
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tended to diminish the price of the American dollar in terms 
of Canadian currency, and second, several extraneous factors 
tended to increase the price of the American dollar. There was 
an outflow of short-term capital due to the liquidation of non- 
resident holdings of Canadian securities acquired when the 
value of the Canadian dollar was low, and there were also 
changes in open commercial accounts. In addition there were 
heavy liquidations by non-residents of Canadian government 
bonds. On balance, the first one predominated because the 
Canadian currency continued to sell at a premium, yet the in- 
teresting feature of this problem is that the factors listed in the 
second category would probably not have existed had not the 
ones in the first category been present. Thus the capital inflows 
took place mainly by inducing equivalent outflows which 
tended to neutralize the potential internal inflationary effects of 
inflows during a period of domestic economic development. 

During such a period a country is expected to have a weak 
current account, because heavy imports for development will 
presumably not be offset by exports, but this was atypical for 
Canada in 1952. L. Rasminsky asked: 


Has the expansion of our economy during the past few years auto- 
matically strengthened our balance of international payments and 
so raised the foreign exchange value of the Canadian dollar? Sur- 
prisingly enough, I think the answer is no: the Canadian dollar has 
not risen so much because of, as in spite of, the fact that our pro- 
ductive capacity is expanding at an extremely rapid rate.?8 


The fact which Rasminsky stressed was that Canada devoted 
a high proportion of output to expansion, without on balance, 
importing capital. In fact, Canada was a net exporter of capital 
because short-term speculative funds moved outward as the ex- 
change rate increased while heavy long-term capital imports 
from the United States moved into petroleum and mining. At 
that time businessmen expected the Canadian dollar to fall 
rather than to increase further so importers paid promptly for 
their goods while Canadian currency commanded a premium 
and exporters were slow to bring their earnings home to Canada 


*L. Rasminsky, “The Canadian Dollar,” An Address at the Town Hall, New 
York, March 10, 1953, mimeographed press release, p. 6. 
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because their home currency was high priced. During the twelve 
months ending September, 1952, Canada repatriated more se- 
curities than during the whole of the net capital inflow in 
1950.79 

The free rate had its effects upon the domestic economy. 
With a premium on the Canadian dollar, exporters faced more 
difficult markets while imports for home consumption or re- 
export became cheaper than before. From October, 1951 to 
October, 1952 the Canadian cost of living index fell 2 per cent; 
the United States index rose by 3 per cent, while the exchange 
rate was at least 3 per cent in favor of Canada. Hence Cana- 
dian consumers, as contrasted to American ones, had a net 
advantage somewhere in the neighborhood of 5 per cent. Need- 
less to say, the debtors in servicing and repaying their obliga- 
tions also fared well.*° 

In 1953 the value of the Canadian dollar in terms of United 
States fell and reached a low in the second quarter and regained 
its earlier 1953 high by the end of the year. Her merchandise 
trade and capital accounts changed considerably from 1952 and 
demonstrated the extreme flexibility found in Canada’s foreign 
trade. There was a large increase in the volume of imports and 
a slight decline in the volume of exports which caused a pas- 
sive balance of trade for the year because foreign prices did not 
differ markedly from those prevailing in 1952. The basic in- 
fluences causing the higher volume of imports were the same as 
ones found in 1951-53: namely, increased investment, consumer 
expenditures, defense outlay, rising industrial production, and 
accumulation of inventories of imported goods. The stocks of 
imports had been reduced during early 1951 to mid-1952 as 
their prices fell; and accumulation did not begin until late in 
1952 when prices stabilized. By the end of 1953 these inven- 
tories had leveled off.*t The inflow of capital to Canada con- 
tinued to increase during the year and helped finance the trade 
deficit, but of equal significance was the reduction in the out- 
flow of short-term funds which were so exceptional in 1952. 
Other capital movement transactions declined from $511 mil- 


*” “Canada’s Floating Dollar,” The Economist, February 7, 1953. 

* D. Abbott, Vancouver Board of Trade Speech, pp. 9, 11, 13. 

* Dominion Bureau of Statistics, Review of Foreign Trade 1953 (Ottawa: 
Queen’s Printer, 1954), 7-9. 
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lion in 1952 to $185 million in 1953. On balance, the 1952 out- 
flow of short-term capital was more than replaced by merchan- 
dise imports and this tended to weaken the premium on the 
Canadian dollar after mid-1952. The factor opposing this was 
the capital inflow, primarily from the United States, in the 
form of direct investment and purchase of new issues which 
was $761 million compared to $662 million in 1952.%* 

The lower level of exports in 1953 continued into 1954 be- 
cause of the business recession in the United States. Exports of 
farm implements, iron ore, and primary iron and steel, some 
base metals and minerals, lumber and shingles were adversely 
affected, but the Canadian textile market weakened as did 
capital goods and some consumer durables. The overall passive 
balance in 1954 was similar in magnitude to 1953. The capital 
account was also similar to 1953 in that direct investment and 
new issue sales remained at approximately $623 million. Sales 
of outstanding equities increased sixfold ($21 to $129 million) 
while gold and foreign exchange holdings increased from a loss 
of $38 million in 1953 to a gain of $124 million in 1954. 
These factors may have accounted for strengthening of the Ca- 
nadian dollar in New York during 1954 as compared to 1953 
when the dollar was under some pressure. 

In the following year, 1955, Canadian gross national product, 
industrial production, persons employed, and railway revenue 
freight ton miles increased by approximately 9 per cent, 814 
per cent, 214 per cent, and 15 per cent, respectively. The sharp 
gain in the pace of Canada’s natural resource and basic indus- 
trial development was largely responsible for the passive current 
account balance, but this development also caused new exports 
such as iron ore, uranium, and petroleum. In the capital ac- 
count, sales of new issues fell by nearly half, compared to 1954, 
but heavy short-term inflow more than offset this. 

Another problem was the increasing non-merchandise pay- 
ments since 1953 which were for interest and dividends, tourist 
travel, and business services. Canadian freight and shipping in- 
creased their receipts, but this did not offset the growing deficits 


** Dominion Bureau of Statistics, The Canadian Balance of International Pay- 
ments 1958 and International Investment Position (Ottawa: Queen's Printer, 
1959), p. 46. 

* Ibid. 
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in the tourist account. The increased interest and dividend pay- 
ments could almost be considered permanent because of the 
substantial inflow of foreign capital into Canada’s economy. 
This item could be offset by Canadian investment abroad, but 
more realistically, it would have to be reduced through repatri- 
ation of Canadian securities. 

The Canadian dollar fell to par with the American dollar by 
the end of 1955, due in large part to the decrease in sales of new 
corporate securities and heavy retirements of outstanding issues, 
but it was not to remain there once the strong capital inflows of 
late 1956 through August, 1957, became apparent.** By mid- 
August the Canadian dollar’s premium reached a new record 
of 6 per cent, but subsequently fell to 4 per cent in mid-Sep- 
tember. The fall in its premium can in part be ascribed to the 
fact that the demand for capital subsided somewhat and the 
Bank of Canada relaxed its policy of monetary restraint which 
it had pursued for nearly two years (1956-57). Canadian interest 
rates fell sharply and by mid-November the difference between 
yields on representative Canadian and United States govern- 
ment securities declined to .33. Capital movements between the 
two countries became less profitable, but this was not perma- 
nent because shortly thereafter interest rates fell more rapidly 
in the United States than in Canada and by the early spring of 
1958 the situation was comparable to what it was a year 
earlier.® 

Even though short-term movements could have behaved 
closely with the interest rate differential between the two coun- 
tries, most of the movements were of the long-term variety dur- 
ing 1955-57. To say that there were no speculative movements 
may be too catagorical, yet in essence the following quotation 
is accurate. 


No significant part of this accentuated inflow appears to have been 
motivated by “hot money” or speculative considerations. In the 
main, it has been a solid, sturdy inflow, primarily of long-term 
capital, by foreign investors either seeking to participate in the 
profit potentials visualized on Canada’s bright economic horizon 

“Bank of Montreal, “Canadian Dollar Decline,” Business Review, June 28, 


1960 and Bank of Nova Scotia, Monthly Review, March, 1959. 
* Bank of Montreal, Business Review, April 23, 1958, p. 1. 
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or drawn by the particularly attractive financial investment oppor- 
tunities created by Canada’s present extremely tight monetary 
conditions.%* 


Canada financed about one-fifth of her gross capital forma- 
tion by drawing heavily on foreign funds to supplement domes- 
tic savings and so facilitated economic growth by bringing tech- 
nical know-how, management skills, and equally important, 
markets for her output. Yet a person could argue that the 1955- 
57 capital movement was perverse because it did not tend to 
curb the trade deficit but seemingly promoted it by fostering 
more imports. Nevertheless, foreign capital has generally been 
held to the export-oriented and import-competing industries 
which generated expansion without introducing an intolerable 
passive balance on current account. Arthur Smith admits: “The 
record of Canadian short-term capital movements under the 
free exchange rate mechanism has been extraordinarily good 
thus far. On the whole, and this applies even to the experience 
in 1956 and 1957, the changes have worked largely in the di- 
rection of moderating rather than accentuating movements in 
the exchange rate.” The favorable results from the long-term 
flows can be found in the expansion of natural resources, pri- 
mary manufacturing, and indirect outlays for fuel, power, trans- 
portation, and other related industries.** 

The Canadian dollar continued to remain strong in 1958 
even though there was a downward trend in its premium which 
could be accounted for by weaker world markets for Canada’s 
exports. Exports of basic wood and mineral products declined 
and industries producing them were not able to use all of the 
new capacity added during 1955-57. Hence, there were reduc- 
tions in direct foreign investment and imports of capital goods, 
but exceptional increases were registered in exports of a few 
products which meant that total Canadian exports were sus- 
tained at the 1957 level while imports were reduced due to re- 
ductions in industrial material inventories. By late 1958 this 
situation came to an end because exports began to lack buoy- 
ancy while imports rose as inventory accumulation began. This 

* National Industrial Conference Board, Business Record, XIV (October, 1957), 


. 474. 
Pe Ibid., p. 475. See also Business Record, XIV (April, 1957), p. 179. 








444 DONALD F. WAHL 


was partly in response to large government expenditures and 
reduced tax payments.*§ 

During 1958 security transactions represented an increased 
proportion of the total foreign capital which financed the trade 
deficit. One fundamental criterion for these movements was the 
interest rate differential between Canada and the United States 
and for this period Canadian rates were significantly above 
those in the United States. The result was a capital inflow, via 
security transactions, which explained the short-term variations 
in the foreign exchange market. In 1959, the same situation 
prevailed because foreign capital inflows financed the enlarged 
current account deficit which was due to increased Canadian 
economic activity. 


The total capital inflow for 1959 was particularly large, some of 
which was the result of special transactions and of short-term capi- 
tal flows stimulated by the higher short-term interest rates in Can- 
ada. The unusually wide spread between Canadian and American 
Treasury bill yields in the summer of 1959 undoubtedly contributed 
to the capital inflow, but this spread narrowed by year-end.*® 


In 1959 the average treasury bill rate advanced to 4.80 per 
cent compared to 2.29 in 1958, while the United States rate 
rose from 1.84 to 3.42 per cent. The differential between the 


* Bank of Nova Scotia, Monthly Review, March, 1959. 

* Federal Reserve Bank of Boston, New England Business Review, June, 1960. 
The interest rate and foreign exchange mechanism worked like this if American 
investors moved from United States obligations to Canadian ones: “Upward 
pressure on United States interest rates as United States Treasury bills are sold; 
upward pressure on the spot price of the Canadian dollar as Canadian dollars 
are needed to pay for Canadian Treasury bills; downward pressure on Canadian 
interest rates as Canadian bills are bought; downward pressure on forward price 
of the Canadian dollar as Canadian dollars are sold forward for United States 
dollars.” p. 4. 

There are significant internal implications to the Canadian currency’s pre- 
mium. The export industries when meeting world markets with international 
prices have had to take a discount when they exchanged foreign currency into 
their own dollars. This would tend to cut operational expenses in the export 
sector and may have been partly responsible for lowering the traditionally high 
cost of living in Canada compared with that in the United States, and another 
feature is that a Canadian dollar, when it sells at a premium, will buy more 
foreign goods than when it does not. This will also tend to reduce Canadian 
living costs. For further information see: National Industrial Conference Board, 
Business Record, XIV (November, 1959), 512-520 and especially p. 520. Other 
articles of related interest are: “Trading Blocs of Trade Blocks,” Business Rec- 
ord, XV (April, 1958), 135-144, 164; and “Canada: An Expanding Market,” 
Business Record, XV (January, 1958), 5-9. 
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two countries for long-term rates fell from .99 in 1958 to .79 of 
one per cent in 1959* which indicates that the capital flow 
problem was related to short-term interest rates rather than the 
central bank discount rate because the differential in the bank 
rate remained at approximately 2 per cent throughout the year. 
It was in this environment that the exchange premium reached 
its highest point. 

Beside basic economic factors such as relative incomes, prices, 
and interest rates, exchange markets respond to temporary situ- 
ations. In June, 1959, the Ford Motor Company offered to pur- 
chase the shares of its Canadian subsidiary and the Canadian 
dollar rose about one per cent. Some of these temporary or 
random factors can be eliminated in the forward exchange 
market, but then again highly adverse or favorable expectations 
could de-stabilize it. While it is impossible to forecast random 
occurrences, it is sometimes equally difficult to foresee changes 
in the merchandise accounts and 1960 is a good example of this. 
Exports to the United States reached a peak in the opening 
months and thereafter declined quite steadily as shortages due 
to the steel strike were met by American suppliers. Later the 
downward movement continued because of a decline in the 
general level of business activity, yet Canada’s total exports rose 
nearly $300 million in 1960 while imports were up $50 million; 
the reason being that exports to countries other than the United 
States were 20 per cent higher. To be more specific, exports rose 
by 21 per cent while imports were up by 9 per cent in the first 
three months of 1960, and, of course, this tended to reduce 
downward pressure on the Canadian dollar.*? But this did not 


“International Monetary Fund, International Financial Statistics, XIV, No. 5 
(May, 1961), p. 27. 

“ This recent account relies heavily upon: Bank of Montreal, Business Review, 
June 28, 1960. Of interest are two speeches made by Donald M. Fleming which 
suggest ways in which the government could intervene and eliminate the pre- 
mium. They are: Speech to the Canadian Club of Toronto (Royal York Hotel), 
January 1, 1960, press release, pp. 14-19 and especially pp. 18-19, and Speech to 
the British Columbia Chamber of Commerce and the Vancouver Board of Trade 
(Hotel Vancouver), May 16, 1960, press release, pp. 17-22 and especially pp. 19-21. 
The suggested or implied policies can be summarized in this way: (1) Canadian 
Government could restrict or discourage capital inflows from abroad by institut- 
ing policies to disturb external confidence in Canada. It could nationalize in- 
dustry, tax foreign ownership of Canadian equities, or become an active partici- 
pant in the exchange market. (2) The government could increase the deficit in 
commodity trade with the United States, by subsidizing imports and discourag- 
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continue because there was a trade deficit in April comparable 
to the one in 1959 and borrowing abroad through new bond 
issues came to a near halt with the result that the foreign ex- 
change premium fell. 

It declined to 134 per cent at mid-year, rose to 3 per cent in 
October and declined to less than 2 on December 20. Since then 
the currency has been at par or commanded a 4 per cent 
premium in relation to the American dollar. An important 
element in explaining the low premium was that the amount 
of borrowing of foreign funds by Canadian provinces and mu- 
nicipalities and their agencies—which amounted to several hun- 
dreds of millions of dollars for a number of years in succession 
—was very small after March.*? In his March 31st budget speech, 
the Minister of Finance suggested that in the future bond in- 
terest paid to non-residents on public issues (even if paid in cur- 
rency other than the Canadian dollar) would be taxable at the 
15 per cent rate rather than at the then current 5 per cent 
level.“* The idea materialized and on December 20 his budget 
speech recommended, with minor reservations, a uniform 15 
per cent tax on all bond interest: “It is expected that with- 
drawal of the tax exemption for interest payable in a foreign 
currency will abate Canadian borrowing in foreign markets.”** 

While this impending legislation reduced bond borrowing 
abroad in 1960, the net inflow of short-term capital was quite 
similar to 1959, but the aggregate inflow of long-term capital 
for direct investment, primarily in petroleum, natural gas, and 
mining was $690 million or $140 million above 1959. On bal- 
ance, the 1960 net capital import was $225 million less than 
that of the preceding year.*® 


ing exports. (3) The government could ask Parliament to re-institute wartime 
foreign exchange controls, and so subject all trade with the United States to a 
system of permits. (4) The Canadian Government could reduce or eliminate the 
premium by increasing the price which it pays for gold, but such a policy 
would require almost unlimited funds for implementation. 

“2 ]. E. Coyne, Canada’s Economic Growth in the Sixties (prepared for deliv 
at a Conference on Canadian Studies at Bishop’s University, Lennoxville, Marc 
17, 1961), p. 14. 

* Canadian provincial bonds payable in Canadian dollars were taxed at the 
reduced rate of 5 per cent, while ones payable in foreign currency paid no tax. 

“D. M. Fleming, Budget Speech in the House of Commons, December 20, 1960 
(Ottawa: Queen’s Printer, 1961), p. 13. 
“Bank of Canada, Annual Report for 1960, pp. 39-40. 
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The problem of taxing non-resident investment income be- 
came an important issue during the year because there is an 
obvious connection between inflow of capital, excess imports, 
and the failure of Canadian production to expand sufficiently 
to provide an increase in employment equal to the increase in 
the labor force. When imports are greater than exports Canada 
must go into debt by receiving a net inflow of capital which 
forces her to buy abroad. Similarly, with an exchange premium 
people find it advantageous to import products which would 
otherwise be supplied by nationals. The same thing occurs 
when a non-resident buys a plant and gives Canadians foreign 
balances. Mr. Coyne used this argument effectively: 


It might have been thought that the pressure of the net inflow of 
capital upon the exchange rate would make Canadian dollars and 
therefore Canadian investments too expensive for foreigners, but 
evidently the main effect has been to encourage an increase in Ca- 
nadian imports on a massive scale and stunt the growth of exports, 
long before the rate movement reached the point of seriously dis- 
couraging the net inflow of capital.*¢ 


He suggested that unless the inflow of capital is reduced, all 
attempts to rectify the deficits in Canada’s balance of payments 
will be self defeating, and one way of indicating the magnitude 
of this problem is to indicate Canada’s dependence upon im- 
ports by considering her per capita imports of manufactured 
goods in 1959 with those for the United States and the United 
Kingdom. The data are $230 versus $40 and $55, respectively. 
Many economists would argue that it is necessary to import 
during a period of internal development, but Mr. Coyne feels 
that a satisfactory rate of development can be attained without 
large capital imports,“* and even though Mr. Fleming did not 

“J. E. Coyne, Foreign Debt and Unemployment (prepared for delivery at a 
Meeting of the Canadian Club of Toronto, November 4, 1960), p. 12. 

“J. E. Coyne, Strong Roots for New Growth (prepared for delivery at the 
Annual Meeting of the Newfoundland Board of Trade, in St. John’s, January 
31, 1961), p. 23. His argument follows: “It is claimed that we could not have a 
satisfactory rate of development without relying on large annual imports of for- 
eign capital. I think that argument falls down on three grounds. First, our own 
rate of saving under conditions of full employment is adequate for a high rate 
of employment. Secondly, reliance on foreign capital has led to a kind of eco- 
nomic development in Canada which I believe has exaggerated both booms and 


recessions, has resulted in higher ge levels of unemployment than if we had 
pursued a more steady pace, and has also contributed to a higher level of costs 
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directly subscribe to this thesis, he admitted, “While in many 
circumstances, and under many conditions, capital imports en- 
large employment, aid productivity, and broaden markets, they 
can also, in a different environment, aggravate an existing un- 
employment situation.’’** 

In his June 20, 1961, budget speech, Mr. Fleming submitted 
a budget to stimulate the Canadian economy by deficit financ- 
ing, promoting exports by reducing the exchange rate on the 
Canadian dollar, and encouraging modernization of plant facili- 
ties by larger depreciation allowances. On June 21 the dollar’s 
premium of about one-half of one per cent fell to a discount of 
approximately 214 per cent. Foreign exchange dealers in New 
York admitted there was no way to determine whether the Ca- 
nadian government’s Exchange Fund operations had begun, or 
whether the change was due to expectations by the commercial 
community. At any rate, the Exchange Fund’s assets at the end 
of May were $1.9 billion of gold and American dollars.*® 

Before leaving this subject it would be useful to see the rela- 
tionship between some of the factors previously discussed. 

Table II measures the degree to which changes in each factor 
is related to changes in the foreign exchange rate. The statisti- 
cal method used is a first difference correlation for 1946-1947 
through 1958-1959 which means there are thirteen observations 
for each variable. 

The results for the postwar period prove interesting because 
changes in the average exchange rate on the year-to-year basis 
have little correlation with year-to-year changes in the average 
treasury bill rate in the two countries. There is a + .3581 cor- 
relation coefficient for changes in Canada-United States net cap- 
ital movement and changes in the Canadian dollar with respect 
to the American dollar but this is not very high. The —.7606 
correlation coefficient for changes in the exchange rate and 
changes in Canada-United States exchange transfers is more 


than we otherwise would have developed. Thirdly, and in some ways most im- 
portant of all, continued reliance for many years on very large imports of capital 
is resulting in the taking over by foreigners of a higher and higher proportion 
of all kinds of Canadian economic activity, the selling off of our natural resources 
as well as the subordination of more and more sectors of secondary industry to 
foreign management and control.” 

“Fleming, Budget Speech, p. 6. 

Wall Street Journal, Vol. CLV, No. 121 (June 22, 1961), pp. 3, 11. 
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impressive, and this arises because of the triangular nature of 
Canada’s international transactions: receipts from balance of 
payments surpluses accruing with the United Kingdom and 
other overseas countries are for the most part applied against 
deficits with America. As the Canadian dollar’s international 
value increases less reliance is placed upon exchange transfers 
because there is generally an American capital inflow into Can- 
ada which diminishes the need for using this means to settle 
net balances. In other words, when American capital inflow is 
increasing the Canada-United States exchange transfers are de- 
creasing. Another correlation related to capital movement is the 
+.6773 coefficient for changes in net capital movements and 
changes in Canadian industrial production. The correlation be- 
tween changes in Canada’s treasury bill rate and industrial pro- 
duction is +.2712, while a similar correlation coefficient for 
America is +.6467. The disparity could suggest the unwilling- 
ness of the bill rate in Canada to respond to changes in domestic 
production and the Wall Street Journal recently commented: 
“Although Mr. Fleming did not say so, action by the Bank of 
Canada to reduce interest rates through open market buying of 
government bonds is expected after James E. Coyne has been 
replaced as governor of the Central Bank.”*® The clash between 
Mr. Coyne and the government has been his adherence to high 
interest rates. Since Mr. Fleming promised to reactivate the Ex- 
change Fund it might be appropriate to consider its history dur- 
ing 1940-51. 


CANADA’S FOREIGN EXCHANGE CONTROL BOARD 


Canada’s Foreign Exchange Control Board was technically in 
existence since 1935, but the basis for its wartime control of 
foreign transactions rests upon legislation in the early 1940’s.54 

The reason for the Foreign Exchange Control Board is a 


® Ibid., p. 11. 

* Foreign Exchange Control Board, Office Consolidation, February 15, 1942, Ot- 
tawa, which contained the following acts: 1) Foreign Exchange Control Order, 
P.C. 7378 of December 13, 1940, as amended by P.C. 1673 of March 7, 1941, P.C. 
2786 of April 22, 1941, P.C. 3081 of May 1, 1941, P.C. 7667 of October 1, 1941 and 
P.C. 10064 of December 24, 1941. 2) Regulations of the Foreign Exchange Control 
Board, effective Jan. 2, 1942. 3) Foreign Exchange Acquisition Order, 1940, P.C. 
1735 of April 30, 1940, as amended by P.C. 7378 of December 13, 1940, and P.C. 
10065 of Dec. 24, 1941. 
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simple one: a deficiency of United States dollars and a surplus 
of sterling. This was of little importance before the war, but 
during the war it became paramount because unusually heavy 
United States dollar requirements could not be met through 
automatic conversion of sterling to dollars in the London and 
New York markets and to assure convertibility the Board’s reg- 
ulations contained the following provision: foreign transactions 
were to be negotiated through authorized dealers, Canadian 
residents were required to sell their foreign exchange holdings 
to the Foreign Exchange Control Board, and they were also re- 
quired to obtain permission before transferring assets such as 
securities, commodities or currency from Canada to the United 
States. All transactions with the United States required the 
Board’s approval, yet current account transactions with the 
sterling area were reasonably free from supervision." 

The Foreign Exchange Control Board’s basic task was to con- 
trol capital transfers. This meant control over capital as such, 
and also control over commodity trade so as to prevent capital 
transfer through under- or over-valuation in exports and im- 
ports, respectively. Controls assured that currency devoted to 
current account transactions was used for that purpose and that 
capital account transactions were held to a minimum. If this 
had not been the case the Canadian economy would be de- 
prived of output equal to the value of dollars earned by exports 
which might otherwise have been siphoned away through cap- 
ital exports. If Canada exported something, the Board wanted 
to make sure that her imports had a market value equal to ex- 
ports; copies of export and import permits, attested by the col- 
lector of customs, were sent to the trader’s bank so that it could 
match these with forms granting permission to make specific 
foreign exchange transactions. In this way bank inspection im- 
plemented the Foreign Exchange Control Board’s directives, 


* For a summary of the Board’s history see: A. O. Gibbon, “Foreign Exchange 
Control in Canada, 1939-1951,” Canadian Journal of Economics and Political 
Science, XIX (February, 1953), 34-54. L. Rasminsky, “Foreign Exchange Control: 
Purposes and Methods,” Canadian War Economics, edited by J. F. Parkinson 
(Toronto: University of Toronto Press, 1941). Foreign Exchange Control Board, 
Bulletin, No. 1-5; a) Exchange Control, b) Export of Goods, c) Import of Goods, 
d) Travel by Residents of Canada, e) Securities. C. Elliott, “The Role of Capital 
Imports,” Canadian Economy in a Changing World, J. D. Gibson, ed. (Toronto, 
1948). 
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but it is interesting to note that even during the war, the For- 
eign Exchange Control Board and the banks did not exercise 
complete control over the manner and terms of payment. The 
exchange control occasioned little disturbance to trade for it 
did not insist upon rigid adherence to procedures. It took into 
account individual practices and worked out modifications to 
permit as normal trade negotiations as possible.®* The Board's 
object was to assure that imports from the United Kingdom 
were paid for in sterling and not dollars. Other current account 
payments, contractually entered into, were payable in either 
Canadian or American dollars, at the stated rate of exchange. 
Another stipulation was that dividend and earning transfers 
had to be currently earned so as not to permit capital transfers. 
Refunding of United States dollar obligations at lower rates, or 
retirement of outstanding debt held by United States creditors 
could be carried out by a Canadian debtor if the Foreign Ex- 
change Control Board approved his plans. 

The Board’s work with sterling balances was somewhat dif- 
ferent than with American dollar balances, because Canada had 
ample supplies of the former. Hence, permits were not required 
for imports from the sterling area, and Canadian citizens were 
not required to sell sterling balances to the Board. In addition 
to these benefits, sterling areas could sell securities in Canada 
if the issue was approved by the Foreign Exchange Control 
Board. Permits were readily granted when the proceeds from 
the sales were made available to sterling area exchange control 
boards, and the Dominion government made special financial 
arrangements with sterling when loans were no longer practical. 


By far the greatest part of the sterling area deficiency of Canadian 
dollars was covered by special financial measures undertaken by the 
Dominion government. The first of these was the repayment, in ad- 
vance of maturity, of its obligations held in the United Kingdom. 
All Dominion Government, Dominion Government guaranteed and 
C.N.R. issues were repatriated, thus providing the United Kingdom 
with over $700 million in the early years of the war. In addition to 
official repatriation there have been sales of vested Canadian securi- 
ties in Canadian markets by the British Government. The security 


* A. B. Jamieson and W. A. Mackintosh, Chartered Banking in Canada (To- 
ronto, 1953), p. 116. 
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markets have also been the channel for other private purchases of 
Canadian secu-ities held in the United Kingdom which have further 
contributed to the British supply of Canadian dollars. 


Canada accommodated sterling in the foregoing ways, but she 
found herself in a “sterling” situation vis-a-vis the United States. 
Canada’s deficits with the United States became appreciable in 
1942 and especially in 1943 when gross sales of outstanding Ca- 
nadian securities for United States dollars amounted to nearly 
$200 million. This was nearly twice the 1942 figure. Canada’s 
capital import in 1944 returned to the 1942 level, but by 1945 
it again reached the 1943 level (a capital import of more than 
$200 million). In order to reduce the deficit balance on current 
accounts during the war, Canada imposed a tax (authorized by 
the War Exchange Tax Act) on all non-Empire exchange trans- 
actions. 

In 1945, with the cessation of hostilities, the tax was abol- 
ished according to the provisions of the Act, and by the end of 
1946 several Foreign Exchange Control Board regulations had 
been changed. Travel expenditure allowances were increased 
from $50 U.S. to $100 U.S. plus $50 in other currencies, and 
changes in status of resident and non-resident personnel became 
more liberal than before. Canadian citizens who had recently 
become citizens in the United Kingdom and the United States 
were authorized to transfer assets from Canada and during their 
first year as a citizen of a foreign country each person (or family) 
was permitted to transfer $25,000 while transfers in subsequent 
years were subject to approval. Frequently, these transfers were 
made through the unofficial exchange market in New York. 

The Canadian dollar was brought to parity with the United 
States dollar in July, 1946, because Canada wished to avoid to 
some degree the price inflation which was occurring in the 
United States.°* Nevertheless, she risked a heavy capital outflow 

* Foreign Exchange Control Board, Report to the Minister of Finance (Ottawa, 
1946), p. 34. The Board accumulated sterling to the amount of $82 million, $728 
million, and $1,000 million in 1940, 1941, and 1942, respectively. Of the $1,000 
million account, $300 million was used to repatriate securities while $700 mil- 
lion was a non-interest bearing government loan to the United Kingdom. See 
especially pp. 34-38 of the above cited reference. 

*® Foreign Exchange Control Board, Annual Report to Minister of Finance for 


the Year 1946 (Ottawa, 1947). 
* G. F. Towers, “Post-War Monetary Policy,” Speech at a Hearing of the Stand- 
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to the United States because there had been inflows from that 
country during early 1946 anticipating a revaluation of the Ca- 
nadian dollar. Unfortunately, the outflow developed and it oc- 
curred at the same time as deficits in the current account. Later 
during the same year, the Canadian government was authorized 
by the Export Credit Insurance Act to extend credit to Euro- 
pean countries to assist in their recovery. One provision was 
that Canadian funds, previously held as bank balances, could be 
used as payment for European country purchases. 


In line with this, the new Foreign Exchange Control Regulations 
provided that exports from Canada to France, Belgium, Norway, 
Holland and Czechoslovakia, as well as to sterling area countries, 
may be made for settlement either in foreign exchange or in Ca- 
nadian dollars paid from a bank account in Canada or a resident 
of one of the countries.5? 


Capital payments to non-residents were still subject to ap- 
proval, but transfers could be transacted with non-residents in 
the unofficial market at an agreeable rate. 

On January 1, 1947, the Foreign Exchange Control Act su- 
perseded the Foreign Exchange Control Order and several 
changes took place. Expenses previously met from foreign ex- 
change dealings were now appropriated by Parliament and Ex- 
change Fund earnings previously accumulated as a reserve fund 
were paid to the Dominion’s Consolidated Revenue Fund on an 
annual basis. In addition, the rate of exchange was thencefor- 
ward determined by the Governors in Council rather than by 
the Board and the Minister of Finance. 

During the year the travel allotment was limited to $150 U.S. 
and resident transfer due to change in citizenship was restricted 
to $12,500 during the first year. At the same time, the United 
Kingdom was also obliged to tighten her exchange restrictions. 


On August 19, 1947, the United Kingdom announced, however, that 
it found it necessary to reimpose certain limitations on the trans- 


ing Committee on Banking and Commerce of the House of Commons, March 18, 
1954 on Bill 297 Amending the Bank Act of Canada, p. 4. It read: “It was clear 
that price increases in the United States could not fail to bring about roughly 
comparable rise in the Canadian price level, with some lag, unless our exchange 
rate rose in relation to the U.S. dollar.” 

* Foreign Exchange Control Board, Annual Report to Minister of Finance for 
the Year 1946 (Ottawa, 1947), p. 8. 
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ferability of sterling held by non-sterling area countries because of 
the heavy drain which this was causing on the United Kingdom's 
dollar resources. As a result, Canadian exporters could no longer 
obtain payment in sterling from non-sterling area countries and 
Canadian importers could no longer pay sterling for imports from 
these countries.5® 


Restrictions on capital movement became severe in 1947. 
Canada frowned upon direct investment abroad which did not 
develop export outlets and funds could not be transferred from 
Canada even though the parent organization carried on the 
same operation in Canada as that anticipated by direct invest- 
ment overseas. To avoid this, funds for direct investment 
abroad had to be raised in capital markets outside Canada. The 
government encouraged non-resident direct investment in Can- 
ada but this did not give rise to a fresh capital inflow because 
Canadian dollars for this purpose were generally obtained 
through the unofficial market and there was also evidence of 
Canadian firms buying under-valued Canadian dollars in the 
unofficial New York market and paying them to Canadians for 
expenses and dividends at the legal rate of exchange. The For- 
eign Exchange Control Board found it difficult to combat this 
practice. Dividend and profit transfers to owners or parent cor- 
poration were authorized on a monthly basis rather than on the 
annual basis as was the case prior to 1947 and benevolent re- 
mittances were reduced from $100 U.S. to $25 U.S. per applica- 
tion per month. But even with these restrictions upon Ameri- 
can dollar payment Canada’s rapid depletion of gold and dollar 
reserves continued because exports were financed by credit and 
imports were paid for in cash. Merchants expected the Ca- 
nadian dollar to fall in value so they did not bring home their 
foreign exchange holdings, credit financing occurred because of 
the United Kingdom’s financial crisis, and cash payment for 
imports was due to rapid advances in Canadian prosperity and 
strong import demand. There was a small current account sur- 
plus in 1946-47,5® but in November, 1947, the Emergency Ex- 

* Foreign Exchange Control Board, Annual Report to Minister of Finance for 
the Year 1947 (Ottawa, 1948), pp. 6-7. 

® Ibid., p. 23. It stated: “And if we are at the same time to extend credits and 


to replenish our liquid reserves we must have a current account surplus larger 
than our loans. This is the core of our present foreign exchange problem.” 
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change Conservation Act restrictions were imposed in an effort 
to reduce imports from the United States. The act prohibited 
the import of a variety of consumer goods and placed other ones 
under quota. In addition, certain capital goods and production 
materials were admitted on a selective basis. To supplement 
dollar-conserving measures, Canada negotiated tariff reductions 
at the Geneva meeting, provided special assistance to stimulate 
gold production, and tried to divert Canadian exports to the 
United States, but the basic problem remained: she could not 
export to Europe because of the latter’s severe 1946-47 winter 
and the poor crops in 1947. Another problem, based upon Ca- 
nadian action in July, 1946, was the revaluation of her dollar to 
$1.00 U.S. 

During 1948, there were several amendments to the exchange 
regulations. Toward the end of the year the Exchange Control 
Board became more sympathetic toward direct foreign invest- 
ment by Canadian residents than it had been in 1947 and they 
were permitted to make direct investments, to exploit patents, 
to acquire distribution franchises, and to establish business 
abroad like the business carried on at home. Prior to this, direct 
investment in the United States was approved only if it sup- 
plied a market for Canada’s exports, or developed a source of 
supply for an essential Canadian import. Dividend and profit 
transfers were still based upon current earnings rather than re- 
tained earnings, but capital transfer was amended to read that 
earnings since 1939 could be transferred. Until late 1948, a non- 
resident who sold a Canadian asset in Canada was required to 
reinvest the proceeds from the sale in some other Canadian 
asset. This had the effect of bidding up the price for Canadian 
assets and thereby made it costly for Canadians to obtain owner- 
ship in their own corporations, but the Foreign Exchange Con- 
trol Board authorized non-residents (who sold Canadian assets 
in Canada) to withdraw Canadian dollars so that this problem 
could be avoided. The Board hoped that foreign ownership of 
Canadian assets would no longer tend to perpetuate itself. 


Canada, Dominion Bureau of Statistics, Review of Foreign Trade 1949. 
Published by the authority of the Rt. Hon, C. D. Howe, Minister of Trade and 
Commerce, 1950, pp. 36-37. 

*! Foreign Exchange Control Board, Annual Report to Minister of Finance for 
the Year 1948 (Ottawa, 1949), p. 24. 
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Travel allowances were raised to $100 U.S. plus $40 in other 
currencies. Benevolent remittances were cut from $25 U.S. to 
$10 U.S. per application per month. As payment for exports 
became more difficult to negotiate, because of import restric- 
tions in many countries, the Foreign Exchange Control Board 
permitted exporters (upon application) to sell on terms other 
than the prescribed ones.®* In large measure the dollar deficit 
with the United States was met not by using the $300 million 
Export-Import Bank loan negotiated in 1948, but by restric- 
tions upon merchandise imports. Another factor of equal im- 
portance was the European Recovery Program in April, 1948, 
which moderated the impact on Canadian exports of restric- 
tions applied by the sterling area, participating European coun- 
tries, and their dependencies. Nevertheless, the fact remains 
that Canadian exports to overseas countries in 1948 and subse- 
quent years did decline. 

On September 16, 1949, sterling was devalued by 30.9 per 
cent. Immediately, the currencies of Sweden, Norway, Den- 
mark, and the Netherlands were depreciated by the same 
amount. The French franc fell 22 per cent while the West Ger- 
man mark depreciated 21 per cent. The Canadian dollar fell 
9.09 per cent on September 20, 1949, and the new rate struc- 
ture favored Canada because it tended to increase her ex- 
ports.** During this year there were capital inflows into Canada 
from the United States and most of the capital went into petro- 
leum development in Western Canada. This was significant, for 
it was the first time that direct investment came through the 
official (rather than the unofficial) exchange market, and so they 
were named “fresh capital inflows.” By the end of that year, 
foreign holdings of Canadian dollars increased appreciably, es- 
pecially balances held by sterling countries, but most people 
believed these holdings would soon be drawn upon for mer- 
chandise trade. 

During the year Canada experienced an increased trade 
deficit with the United States. Imports during the first half year 
exceeded those of the previous year because of a high level of 

“ Ibid., p. 25. 


© Foreign Exchange Control Board, Annual Report to Minister of Finance for 
the Year 1949 (Ottawa, 1950), pp. 5-6. 
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Canadian economic activity and a relaxation of some controls 
imposed on imports from the United States during 1947-48. 
After September higher import prices (because of the depreci- 
ated Canadian dollar) contributed to the existing deficit. 

There were several changes in regulations. After March, any 
reasonable amount of exchange was permitted for travel. The 
annual travel ration was $150 U.S. currency while other cur- 
rencies could be obtained in reasonable amounts and generally 
permits were granted for additional funds. Prior to 1949 only 
stock and shares could be resold to Canadians but now bonds 
and debentures were added to the list. The effect of this was 
that a non-resident making a new investment in Canadian se- 
curities could resell them, in a subsequent period, in Canada or 
elsewhere. If sold in Canada the proceeds could be transferred 
in Canadian funds. By the end of the year, Emergency Con- 
servation restrictions were released on fresh fruits, vegetables, 
textile imports, tourist purchases, and capital goods. 

In 1950 controls were further relaxed and on October lI, 
1950, the foreign exchange rates became determined by the 
market mechanism rather than by government decree. Most of 
the regulations governing declaration of trade values remained 
in force, but for the first time in eleven years Canadian banks 
acted as principals rather than agents for the Exchange Control 
Board in foreign transactions. 

There were several changes in exchange controls and policies. 
Reserves of foreign exchange held by a resident had to be de- 
clared to an authorized dealer, yet a person did not have to sell 
the foreign balances to that dealer and merchants did not have 
to pay a fixed rate for foreign exchange as before. The unofficial 
New York market disappeared and banks negotiated forward 
contracts with customers. As for travel allowances, any reason- 
able amount was considered proper, hence this suspended the 
ration limit of $150 U.S. After October, residents were free to 
hold up to $50 U.S. in cash. Prior to that time the limit was 
$10 U.S. Currency export by resident travellers increased from 
$10 U.S. and $25 Canadian to $50 U.S. and $100 Canadian. A 
Canadian resident who moved to another country could transfer 


“ Ibid, p. 19. 
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$25,000 as opposed to $12,500 during the first year of residence 
abroad. Cory orate earnings transfers were made quarterly and 
based upon annual earnings. During 1950 Canadians were 
optimistic. 

It appears nevertheless that the world shortage of dollars has been 
greatly alleviated. Perhaps the most single factor in this develop- 
ment was the growth in demand for goods and services in the 
United States beginning in the late summer of 1949, increasing 


strongly in the first half of 1950 and reaching massive proportions 
after the outbreak of the Korean War in June.® 


Another reason for optimism was the inflow of private capital 
from the United States. Most of this occurred during the third 
quarter of the year but when fixed rates were withdrawn the 
inflow moderated. Nevertheless, the inflows during 1950 were 
nearly twice as large as the ones in 1949 and much of this capi- 
tal was destined for petroleum development in Western Canada 
and mining development in Quebec. Part of these capital flows 
appeared to have been speculative as they anticipated revalua- 
tion of the Canadian dollar. This speculative inflow tended to 
be inflationary because it brought about an involuntary in- 
crease in Canada’s gross foreign debt and annual service charges 
without a corresponding increase in productive facilities to serv- 
ice the debt. On October 1, 1950, the exchange rate was freed, 
but it did not mean freedom from regulation: “the general 
structure of exchange controls remains unchanged, including 
control over securities transactions between residents and non- 
residents and control over payments of Canadian dollars to non- 
residents.’’® 

Academicians looked upon this step as one toward multi- 
lateral free trade. They were optimistic, yet the free rate had 
other implications for Canadian commerce because foreign 
trade was based upon a double standard: permits were required 
for capital transactions and current account items, yet 
a free exchange rate was reminiscent of the uncertainties associ- 
ated with the pre-World War II period. In many ways, the 

® Foreign Exchange Control Board, Annual Report to Minister of Finance for 
the Year 1950 (Ottawa, 1950), pp. 3-4. 


“D. Abbott, Press Release, September 30, 1950 mimeographed press release, 
p. 1. 
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commercial community preferred fixed rates for they assured 
stability and certainty in foreign exchange transactions.” 

On December 14, 1951, Douglas Abbott stated that the 
Dominion government considered it advisable to handle the 
balance of trade and foreign exchange problems through a 
judicious operation of the domestic economy, and the Exchange 
Fund Act, legislated under the provisions of the Foreign Ex- 
change Control Act, took over as the operating section holding 
official reserves of gold and foreign currencies. Its primary mis- 
sion was to establish the Exchange Fund Account and assure 
orderly conditions in the exchange market,® and its secondary 
objective was to consolidate matters relating to Canada’s money 
and operation of the mint. 

From mid-December the banking community was no longer 
required to carry on the paperwork for control over transactions 
and exchange rate quotation, as it had done from October I, 
1950, to December 14, 1951, at no cost to the government:”° the 
exchange rate was to be determined by the market mechanism 
of demand and supply, and all exchange restrictions were re- 
moved." 


*§. Shepherd, Foreign Exchanges in Canada: An Outline (Toronto, 1953), 
>». 13. 

Pe D. Abbott, Statement by the Honourable Douglass Abbott in the House of 
Commons, December 14, 1951, p. 2. 

® Revised Statutes, 1952, Chapter 315, p. 5706, “An Act respecting Currency, 
the Royal Mint and the Exchange Fund,” Part III, paragraph 22, p. 8. “22. (1) 
The special account in the name of the Minister, known as the Exchange Fund 
Account, established pursuant to The Exchange Fund Act, Chapter 60 of the 
Statutes of 1935, to aid in the control and protection of the external value of the 
Canadian monetary unit, and continued by The Foreign Exchange Control Act, 
Chapter 53 of the Statutes of 1946, is further continued, and all gold, currency, 
deposits and securities purchased or acquired with money out of the Account 
by or on behalf of the Minister and held by him or on his behalf for the Account 
shall continue to be so held.” See also S. Shepherd, pp. 143-172. 

Prior to October 1, 1950, the banks were paid a percentage something less 
than one per cent, for the amount of exchange passing through their books. 
From October 1, 1950, through December 14, 1951, a portion of the expenses was 
met by whatever could be derived from the foreign exchange market. After 
December 14, 1951, the banks no longer had costs associated with trade control 
and rate quotation. See Shepherd, Foreign Exchange Control in Canada: An Out- 
line, pp. 13-18. 

" Additional material may be found in the following articles: H. C. Eastman 
and S. Styklot, “Exchange Stabilization in Canada, 1950-4," Canadian Journal of 
Economics and Political Science, XXII (May, 1956), 221-233. H. C. Eastman and 
S. Styklot, “Exchange Stabilization Further Considered,” same Journal, XXIII 
(August, 1957), 404-408. C. P. Kindleberger, “Exchange Stabilization Further 
Considered: A Comment,” same Journal, XXIII (August, 1957), 408. P. Wonna- 
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For nine and a half years the Exchange Fund undertook no 
large scale n.arket intervention, but on June 20, 1961, the 
policy was reversed when Mr. Fleming suggested that money in 
Canada’s Exchange Fund will be used to buy United States dol- 
lars in large amounts, thereby decreasing the price of Canadian 
currency, encouraging Canadian exports, and discouraging im- 
ports. It does not appear that the Fund will use any action other 
than that of influencing the value of the Canadian dollar in 
terms of United States currency. By July, 1961, the Canadian 
dollar sold for a low of $.961 U.S. funds and some people ex- 
pect it to fall to $.95 U.S. and then recover as the internal Ca- 
nadian economic problems disappear. 





cott, “Exchange Stabilization in Canada, 1950-4: A Comment,” same Journal, 
XXIV (May, 1958), 262-265. H. C. Eastman and S. Styklot, “Exchange Stabiliza- 
tion Once Again,” same Journal, XXIV (May, 1958), 266-272. 
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